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2002 Financial Highlights

Eli Lilly and Company and Subsidiaries

[Dollars in millions, except per-share data) Year Ended December 31 2002 2001 Change %
Net sales ... $11,077.5 $11,542.5 (4)
Research and development .. ........... ... ........... 2,149.3 2,235.1 (4)
Research and development as a percentofsales ......... 19.6% 19.6%

Net INCOME .« oo 2,707.9 2,780.0 (3]
Earnings pershare—basic ............. ... ... ....... $ 2.5 $ 258 {3)
Earnings per share—diluted ............ .. ... ........ 2.50 2.55 {2
Normalized? .. . ... . . .

Net income ... $ 2,762.5 $ 3,013.9 (8]

Netincome as a percentofsales .................... 24.9% 26.1%

Earnings per share—diluted . ......... ... .. ... .... $ 255 $ 27 {8
Dividends paidpershare ....... ... ... ... ... . $ 124 $ 112 11
Capitalexpenditures ......... ... i $ 1,130.9 $ 8840 28
Economic Value Added [EVA®) ... ... ... ... ... .. ....... $ 1,075 $ 1,968 {45)

'Excluding Prozac®, worldwide net sales increased 8 percentin 2002,

ZNormalized net income reflects the results of operations adjusted for significant unusual items. In 2002, this item was a charge for acquired
in-process research and development. In 2001, these items were charges for acquired in-process research and development, asset impair-
ment and other site charges, and an extraordinary charge for the repurchase of higher interest rate debt. Normalized earnings per share
reflects net income adjusted for these same items. See the review of operations for a more detailed discussion of the reconciling items
between reported and normalized net income and diluted earnings per share. See notes to the consolidated financial statements.

Six Key Growth Products Collectivety Delivered 22 Percent
Increase ($ millions; percentages represent changes from 2001)

Our six key growth products— o
Zyprexa, Humalog, Evista, e
Gemzar, Xigris, and Actos—
generated s1.23 billion of
incremental net sales and
56.7 billion of total net sales
in 2002. Combined, these
products grew 22 percent
for the year. Zyprexa became
our first product with net
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Delivering innovation

It's our passion—achieving medical
advances for patients who urgently
need answers.

The measure of our success is the
strength of cur products and pipeline
and our ability to maximize their benefit.

The following pages illustrate

—our recent achievements: Now
—our short-term expectations: Next
—our plan for success: How




To our shareholders:

Delivering innovation

Sidney Taurel
Chairman of the Board, President, and Chief Executive Officer

I'm convinced that this period—broadly,
2001 through 2003—will come to be
seen as a key passage in the history

of our company, a time not merely

of transition but of transformation. I
believe we will mark this as the period
when we began to separate ourselves
from our industry peers, addressing our
weaknesses, exploiting our strengths,
and ultimately delivering the innovation
needed to emerge as the pharmaceutical
growth company of the decade. And
when the record is examined in years

to come, it will be clear that the critical
year, the inflection point, was 2002.

However, this is a projection and not
yet a fact. We are only midway through
the arc of this transformation with
several big challenges still before us and
with our key promise of renewed strong
growth still to be fulfilled. What I can
say for certain is that the year just past
was one of unusual adversity, which
tested the organization to its core and
which ultimately resolved in a series

of major accomplishments. Under the
circumstances, [ think it’s important
not to yield to the natural temptation

to celebrate the victories and gloss over
the problems. I want to give you a full
accounting of the year—the setbacks as
well as the successes—because I believe
that’s necessary to understanding where
we stand at this time and what progress
you can expect to see from Lilly going

forward.

A tough challenge got tougher

We entered 2002 intent on doing some-
thing no company in our industry had
ever done—absorbing the loss of patent
protection for our dominant product
{Prozac) and returning revenues to a
growth track without resorting to a
major merger or acquisition. (All the
evidence continues to show that such
combinations do not create sustained
greater value for shareholders.)

To close the revenue gap, we focused
our efforts on continued growth from
our newer products to be augmented
by the launches of several more
breakthroughs from our outstanding
pipeline. Only one was certain—Xigris®,
our first-in-class treatment for severe
sepsis—which we had just launched.
Forteo®—our breakthrough against
osteoporosis—had been declared
“approvable” by the FDA, but final
approval was contingent on label
discussions and on successful inspec-
tion of the facilities where Forteo was
to be made. In addition to Forteo, we
believed we could win approval for
several other new medicines in 2002,
potentially including Cialis™, the Lilly
ICOS agent for erectile dysfunction;
Strattera™, for ADHD; and Cymbalta™,
for depression.

Our tough challenge got tougher very
quickly.

First, the uptake of Xigris was slower
than expected, weighed down by a
narrow label and prescriber caution
when evaluating this unprecedented
and unique therapeutic option. We saw
it would take considerably more time,
effort, and investment to deliver the
full promise of Xigris.

Then, several new drug candidates
encountered delays. All were deemed
approvable by the FDA, but permis-
sion to launch was made contingent
on additional information or label
discussions or the outcome of preap-
proval inspections at the plants where
the products were to be manufactured.

The last contingency was bound up
with ongoing issues in manufacturing
that continued to be our most formi-
dable challenge in 2002.

We had been working hard to address
various quality control concerns in our
manufacturing operations that had sur-

faced in 2001, notably at our plants in
Indianapolis. The issue was never with

our products but with our processes.

The FDA inspection process showed us

that our operations in these facilities

were too complex, too idiosyncratic,

and too hard to troubleshoot. We were
determined to address these issues,

but we also realized that the remedy :
would have to be comprehensive and ‘
systemic. l




In the second quarter, we learned the
results of new FDA inspections of several
facilities in the U.S. and overseas. For

the most part, our overseas plants were
found to be in good order. But progress at
our Indianapolis plants was coming more
slowly. We were going to need more time
than we had originally envisioned.

By mid-year, it was clear that the train
of new products we planned to ride
into the post-Prozac era would be not
derailed but certainly delayed. At that
point, we had to significantly lower
earnings guidance for the year and
for 2003. The present simply held too
marny uncertainties to make any cred-
ible projections about the future.

It was, to put it mildly, a trying time.

But 2002 also illustrates the fact that
business performance is rarely all light
or all shadow. Even as the setbacks I've
listed came to dominate the attention
of Lilly and its stakeholders, other
positive forces—capabilities we've been
building for years—were working to
overcome them and to carry our strat-
egy forward. By the end of the year,
these factors would prevail, ultimately
writing a powerfully upbeat ending to
the drama of the year.

Emerging from the tunnel

One sustaining source was the hard
work of Lilly sales and marketing
people around the world. They con-
tinued to drive strong sales growth

in our portfolio of outstanding newer
products. Their level of success can be
captured in one impressive metric: if
we exclude Prozac from the calculation,
the company’s growth over the past
year has exceeded that of the overall
pharmaceutical market in each of our
top affiliates. The growth drivers, once
again, were our newer products:

+ Zyprexa® sales grew 20 percent over
the prior year, to nearly $3.7 billion.
Zyprexa is also the first Lilly product
to exceed the s1 billion sales mark
outside the U.S.

» Evista® continued its march toward

genuine blockbuster status. Sales

increased 24 percent for 2002, reaching

$822 million. Evista’s share of new
prescriptions in the U.S. osteoporosis
market gained two percentage points
in the second half of the year, in part
reflecting new concerns about hormone
replacement therapy in studies released
by the Women’s Health Initiative.

Gemzar® sales reached $875 million,

representing 21 percent growth.

Around the world, Gemzar is now a

preferred therapy in non-small-cell

lung cancer and remains the leading
agent against cancers of the bladder
and pancreas.

* Led by Humalog® growth of 33 percent,
our diabetes care products generated
s2.3 billion in global sales, an increase
of 8 percent over the prior year.

The growth of these products went

a long way toward making up the
revenue shortfall created by the loss of
Prozac sales, which tumbled 63 percent.
In total, our sales for the full year
decreased 4 percent, to just over s11 bil-
lion. Excluding Prozac, sales increased
by 8 percent. In the fourth quarter,
with the impact of Prozac no longer
affecting the comparison, we returned
to revenue growth of 4 percent.

For the year as a whole, excluding
unusual charges for 2001 and 2002,

net income and diluted earnings per
share both decreased 8 percent, to
$2.76 billion and s2.55, respectively.
Even though marketing outlays in-
creased for the year in preparation for
new product launches, we managed to
hold total operating expenses 1 percent
lower than 2001.

Perhaps our most important and impres-
sive achievements of the year came in
research and development as Lilly scien-
tists, further increasing their productiv-
ity, added mass and momentum to what
is already widely acknowledged as the
strongest pipeline in the industry.

Most of the favorable attention has been
focused on our late-stage molecules,

but the fact is we have a rich pipeline at
virtually every stage of development.

In the earliest stages, we have approxi-
mately 30 compounds that are expected
to reach clinical testing within 12 to

24 months. Productivity improvements
here have been extraordinary. In 2002,
the number of compounds that we
formally declared as clinical candidates
was three times higher than the aver-
age number we achieved during the
early-to-middle part of the ‘gos.

We also have a rich array of potential
new medicines in early- and mid-phase
clinical trials. Some are as exciting as
anything we've ever seen, including
several new treatments for diabetes
and its complications, a novel antisense
compound that shows promise in lung
cancer, and a drug for anxiety that may
be as effective as current treatments
but with an outstanding safety profile.

Of course, the best news of all con-
cerned our late-stage pipeline—seven
molecules that represent the next
generation of Lilly products. In sharp
contrast to a recent industry trend of
late-stage failures, virtually all our final-
stage candidates survived and advanced
over the course of the year. Registration
trials were concluded and a regulatory
submission was filed in the U.S. for
OFC—our olanzapine-fluoxetine combi-
nation to treat bipolar depression—and
for duloxetine for stress urinary
incontinence. A “rolling submission” for
our new anticancer therapy, Alimta®,

is in progress and should be completed
this year. Our new antidepressant, Cym-
balta, and Cialis, the Lilly ICOS drug

for erectile dysfunction, were declared
“approvable,” pending completion of
additional FDA requirements.

But the capstone to the year came on
November 26 when we received word
that both Forteo and Strattera had

met all requirements and were now
approved for the U.S. market. Subse-
quently, Cialis also received marketing
approval in Europe with U.S. approval
expected in the second half of this year.
The result is that, as I write this, we are
in the early stages of launching three
more new products to join our portfolio
of medicines that are first in class or



best in class. In the pages that follow,
you can read about these vital new
additions in greater detail.

Another very important factor was
involved in finally bringing these
new molecules to market. As the year
went on, the huge effort and heavy
investment we had been making to
address the quality concerns of the
FDA ultimately began to show genuine
progress. We have made a major real-
location of resources—in both people
and capital—regrounding our person-
nel in the science of manufacturing.
We've assigned some of the strongest
talents in the company to the areas of
quality assurance and quality control,
and we've supplemented their skills
with the best outside experts available.
We've drawn up comprehensive plans
to make our operations the best in
the industry, and the people in Lilly
manufacturing have been working at
a heroic pace to implement them.

This is an extremely complex undertak-
ing and it is still a work in progress.
The agency will continue to carefully
monitor our progress until we have
truly completed the task. But, by the
fall of 2002, we had further evidence
of our progress. The approval of Strat-
tera signaled that products made at
facilities where no significant issues
have been observed could be allowed
to go forward. In the case of Forteo,

its manufacturing site in Indianapolis
passed a new inspection, which cleared
the way for marketing approval. At this
stage, we are working toward a similar
outcome in two Indianapolis plants
where we plan to make duloxetine

and our rapid-acting intramuscular
form of Zyprexa respectively. All other
potential new products are to be made
at other facilities.

The breakthrough engine

Step back and look at the cumulative
impact of the accomplishments I've
just cited and I think vou can see why

I call this an era of transformation.
Look at the distance we have traveled
since that day in August 2000 when we

Increasing Quantity and Quality of Clinical Candidates

than 6 percent of

> Number of candidates

We have significantly
increased the quantity of
potential drugs emerging from
discovery. Moreover, we have
dramatically improved our
success rate in taking
molecules from drug-
candidate selection to the
start of Phase 1.

" Percent of candidates reaching Phase 1 clinical trials

the group’s R&D
spending over the
last five years. But
the net present
value of the
late-stage pipeline
created by our
investments is
estimated to be
more than 11
percent of the
group’s total. By
this measure,

N%

98 99

learned that our method-of-use patent
for Prozac would not be upheld. At the
time, more than one industry watcher
asserted that Lilly’s future looked dim
and that we would not likely survive

without a major business combination.

Yet here we are at the beginning

of 2003 and comparisons with the
Prozac era are now washed out of our
financial results. We hold a portfolio

of first-in-class, best-in-class products
that continue to grow years after
launch and that have patents extending
throughout the decade. To this lineup,
we have added four new breakthrough
products in a 14-month span and we
have the potential to launch 4 more by
the end of 2004. That would effectively
double our portfolio of growth prod-
ucts compared with 2000. And, with
the pipeline we're developing and our
continued R&D productivity improve-
ments, we believe we can sustain this
kind of innova-
tion for years to

value created for
dollars spent,
Lilly’s R&D function is currently the
most productive in the industry.

a0 01 02

There is one other point about our cur-
rent situation that is worth underscor-
ing: Lilly’s good fortune is not a matter
of good luck. It is the tangible outcome
of a long-term strategy focused on de-
livering innovation. Of course, most of
our peers claim a similar strategy. But
our results set us apart. Lilly’s success
can be traced to certain unique choices
we've made. I can highlight just a few:

+ Above all, our success is the result of
sustained focus and unswerving com-
mitment. A simple metric proves it:
Lilly’s spending for R&D as a percent
of sales is the highest in the industry.

- Talent is paramount, of course, but the
real key is the organizational "wiring
diagram” we use to optimize the
brainpower we've brought together.
We've organized our therapeutic

Lilly’s Growing Productivity

come.

This chart shows one measure 56
of research productivity—the

number of new-product

applications approved by the

A dim future?

I don't know
many companies
in this industry
that would not
trade theirs for
ours. Based on
Wall Street data
covering 26 major
pharmaceutical
companies, Lilly
accounts for less

U.S. Food and Drug

approvals.

* 2.5 approvats in 2003 and 2004 is the average
number of potential approvals far Lilly. 99 00 01 02 03 04

Number of New Molecular Entities and
Biologic License Applications approved
by FDA

< Number of Lilly U.S. approvals

19 40

Administration since 1999.

While the number of submis- 2
sions by industry and approvals

by the FDA has declined, Lilly’s

productivity in both categories

has increased. From late 2002

through the end of 2004, we

expect up to seven new-product

3eetoacnan




areas to include both basic discovery
scientists and early-phase clinical
experts. In general, we stand apart
from our competitors in the unusual
number of clinical experts working
in all phases of R&D. Among other
benefits, the insights of these highly
specialized physicians played a key
role in helping us see new applica-
tions for existing molecules. Strattera
and OFC are prime examples.

Our biotech capability has no real
counterpart among our peers. Lilly's
ability to go after both large- and
small-molecule solutions is unique.
This program began with insulin and
growth hormone and continues with
Xigris and Forteo. Moreover, about
20 percent of the molecules in our
pipeline are proteins. This capabil-
ity also enables us to accelerate and
simplify the validation of new drug
targets, which is important not only
for large molecules but also for small-
molecule discovery.

+ We don't hold with “not invented
here.” We pursue partnering in all
phases of our business and believe

in “research without walls.” Several
of the most exciting molecules in our
pipeline came from partners.

In our annual report for 1996, our R&D
head, Dr. August Watanabe, described a
vision for “building a breakthrough en-
gine.” In essence, he wanted to reduce
the role of luck in R&D—to make it less
of an art, more of a science. Today, |
think it’s clear that Gus’s “breakthrough
engine” is up and running. As we
pursue our innovation strategy, we

will continue to explore and refine and
build upon the productivity improve-
ments that have set us apart.

The challenge for 2003

Of course, the engine isn’t the whole
train. Delivering innovation has to go
beyond inventing great medicines and
shepherding them through the regula-
tory process. Delivering them also
means making them in commercial
quantities with flawless quality, launch-
ing them properly, and supporting
them with a world-class medical, sales,

and marketing effort so that they reach
all the patients who need them.

One important priority for the year is
to resolve our remaining quality issues
in manufacturing. Our objective is

not simply to clear away all issues at
specific sites. Rather it is to make Lilly
the benchmark for quality in manufac-
turing medicines.

Another key for us this year is to
continue to drive growth in our
strongest products—Zyprexa, Gemazar,
and Evista. Zyprexa, in particular, must
carry a major share of the burden and
must continue to grow even in the face
of new competition. Even though it is
already Lilly’s best-selling product ever,
Zyprexa still has impressive opportuni-
ties for new growth. For example, we
believe it can become the medicine of
choice in treating all phases of bipolar
disorder, an illness that afflicts twice as
many people as schizophrenia.

We also intend to recharge sales of Xi-

gris. In our discussions with specialists
who treat severe sepsis, we are sharing
new clinical data that demonstrate

the lifesaving potential of Xigris and
its favorable risk/benefit profile. For
instance, in our most extensive study
to date, Xigris saved the lives of nearly
one of every three patients who would
have otherwise died.

At the same time, we must succeed in
one of the most complex and demand-
ing challenges in our history: to do

a world-class job of launching three
new products right now while gearing
up for potentially four more between
now and the end of 2004. A strong
launch requires heavy investment of
time, people, and money. Yet, the fact
is that most new products do not pay
for themselves at first. We have to
spend more on them than they gener-
ate for us. Consequently, we know that
this year will squeeze our available
resources as never before.

We are taking a number of steps to
meet all these needs. We are aggres-
sively managing operating expenses

to ensure that every dollar goes only
to what is most important. We are also
reallocating resources—talent and
tunding—to those areas that repre-
sent our key priorities both now and
longer term. Finally, we are bringing
in partners where risk sharing can
help us create greater value. The most
significant example is our new agree-
ment with Boehringer Ingetheim to
jointly develop and market duloxetine
for stress urinary incontinence for all
markets except Japan and to copromote
Cymbalta for depression outside the
U.S. and Japan.

At the same time, we remain fully
conscious of the need to reward our
shareholders, who have stuck with us
patiently through two years of lower-
than-expected financial results. We
believe the route to the best return

is for us to ensure that we maximize
our outstanding lineup of potential
new products. If our new products are
launched and supported appropriately,
we will be in the right position to truly
deliver and sustain the kinds of returns
our shareholders deserve.

I would be misleading you if I did not
emphasize that this will be another
year of exceptional challenge for the
entire company. But it's the challenge
of managing abundance rather than
coping with scarcity. It is the kind of
challenge that has to do with securing
a victory rather than the kind entailed
in staving off defeat.

I am very confident that we will succeed
and that, by this time next year, you will
see the tangible results of Lilly’s unique
ability to deliver innovation.

For the Board of Directors,

—euala.

Sidney Taurel
Chairman of the Board, President, and
Chief Executive Officer




Delivering innovation: New

Families in a never-ending search to live normally

Frustrating, confusing, lonely—that’s
how life can be for children with atten-
tion-deficit hyperactivity disorder and

their families.

A child’s attention and behavior at
school can be affected by ADHD.

Many kids experience emotional
“meltdowns” before or after school or
have difficulty getting along with other

children or making friends.

The frustration of dealing with
children who have ADHD can put
tremendous stress on the entire
family. Parents report that, beyond
disruptions at school, ADHD can
wreak havoc at home. Comments
like "I'm always exhausted,” "We can
never find a sitter,” “We are never

invited anywhere” are common.

One study found that caregivers
experienced significant work loss
and reduced productivity as a result
of their child’'s ADHD. And, one-third
of those caregivers were forced to
change their occupation or had to
stop working altogether. Families
are in a never-ending search to live

normally.

Attention-deficit hyperactivity disorder
is a “whole life” disorder. It's the most
commonly diagnosed behavioral disor-
der of childhood, affecting 3 percent to
7 percent of school-age children. And
it's estimated that up to 60 percent of
children with ADHD have symptoms as

adults.

ADHD in adults is not widely rec-
ognized. Most adults with atten-
tion-deficit hyperactivity disorder go
undiagnosed and/or untreated in part
because it is perceived as a child-
hood disorder and in part because

of concerns about giving controlled
substances—a characteristic of other
ADHD treatments—to adults.

Indicated for children, adolescents,
and adults, Strattera represents the
first new class of medicines approved
for ADHD in decades. And it is the
first ADHD medicine proven clinically
effective in adults. It represents a
significant new option as a first-line

treatment for a complicated disorder.

Strattera has a unique profile that
sets it apart from other medications

in its category. It's the first treatment

approved by the U.S. Food and Drug
Administration for attention-deficit
hyperactivity disorder that is not a
stimulant and, thus, not a controlled
substance. It does not cause insomnia,
and it is not contraindicated in people

who suffer from anxiety or tic disorder.

Symptoms of ADHD are prevalent
through all waking hours. Importantly,
Strattera has been shown to provide
continuous symptom relief during

school time and family-time activities.

Strattera starts to work quickly. It
reduces ADHD symptoms in children
and adolescents within the first week

of therapy.

Introduced in the United States in
January 2003, Strattera has been
submitted for regulatory approval in a

number of other countries worldwide.

For patients with attention-deficit
hyperactivity disorder, Strattera repre-
sents an important new treatment
option. Said the mother of one clinical-
trial patient, “We have finally turned
the corner. We have finally found a

medication that works.”
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Delivering innovation: Now

Breaking a rib by hugging a grandchild

Imagine breaking a bore just hugging
your grandchild. Or by turning over in
bed. It can happen to people who have

severe osteoporosis.

Each year, in the United States and
Europe alone, some 3 million women
and men suffer osteoporosis-related
fractures. These are people with
severe asteoporosis who are most
likely to benefit from Forteo, our
innovative bone-formation agent.
Osteoporaosis is so common that

the lifetime risk for a hip fracture

in women is greater than the sum

of lifetime risks for having breast,
endometrial, and ovarian cancer.
Men also have a greater chance of
getting osteoporosis than they have

of getting prostate cancer.

And the brittle-bone disease is
increasingly cited as a significant
factor in mortality. Twenty percent

of people who break their hips will
quickly suffer deteriorating health and
die within a year. Another 50 percent
will never be able to live independently
again. Fractures in the spine also
cause excess mortatity. In fact, serious
fractures due to osteoporosis are one
of the leading causes of nursing home
admissions. All too often, this is the
event that condemns elderly people to

end their days in bed and in pain.

With the introduction of Forteo in the
United States in December 2002, the
ability to address severe, crippling
osteoporosis has been significantly
improved. Indicated for the treat-
ment of osteoporasis in postmeno-
pausal women who are at high risk
of fracture and to increase bone
mass in men with certain forms of
osteoporosis who are at high risk

of fracture, Forteo is the firstin a
new class of drugs called bone-

formation agents.

While other osteoporosis therapies
only slow or stop bone loss, Forteo
represents a markedly different
treatment. This potent, fast-acting
medicine actually stimulates the
formation of new bone, essentially
“kick-starting” the body's natural
bone-formation process—the very
process that is impaired in osteo-
porosis. Studies show that Forteo
provides unprecedented improvement
in both bone structure and bone
strength, attributes that help explain
the excellent fracture-related results
seen in clinical trials. Data from the
registration trial conducted for Forteo
demonstrate an overall reduction of
65 percent in the risk of new verte-
bral fractures and a reduction of 90
percent in new moderate or severe

vertebral fractures.

In December 1998, we voluntarily sus-
pended clinical trials of Forteo after
discovering that some rats given the
drug for a significant part of their lives
developed bone tumors. No tumors
have been found in other animats, in-
cluding monkeys, or in human patients
who took Forteo in clinical trials. And
an expert panel determined that the
findings in rats after near-lifetime
treatment were unlikely to predict an
increased risk in humans treated for
up to two years with Forteo. The cur-
rent package insert for Forteo includes

a black box warning noting the finding.

Late in 1999, we restarted the Forteo
program and redoubled efforts to

submit the compound for approval.

As the launch of Forteo in the U.S.
moves forward, regulatory applications
are pending in more than 25 countries.
European regulators have recommend-
ed the approval of Forteo, a precursor
to full approval in Europe, where it is
estimated that someone suffers an
osteoporosis-related fracture every

30 seconds. Formal Eurgopean approval

is expected by the middle of this year.

The suffering of people who can benefit
from Forteo is real, and itis severe. For
them, the opportunity to build new bone

and new strength is now a possibility.
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Delivering innovation: New

10

Suffering in silence

A man’s self-confidence, emotional
well-being, and relationship with

his partner can all be devastated by
erectile dysfunction, the consistent in-
ability to attain and maintain an erec-
tion sufficient for sexual intercourse.
The condition affects an estimated
152 million men and their partners
worldwide. And many of those people
affected, reluctant to discuss their
condition, do not seek treatment and

suffer in silence.

Up to 80 percent of ED cases are
caused by other underlying medical
conditions, including cardiovascular
disease and diabetes. Psychological
factors account for the remaining 20
percent. In many cases, however, both
psychological and physical factors

contribute to the condition.

Cialis, the medication developed in
our collaborative initiative with the
biotechnology company ICOS Cor-

poration, of Bothell, Washington, is

expected to address this significant

need as a new option for treatment of
ED. In clinical trials, up to 81 percent
of men reported improved erections.
In addition, Cialis has unique attributes
that offer benefits for many people
with ED, such as providing responsive-
ness for extended periods without

being affected by food intake.

Research shows that men with erec-
tile dysfunction are looking for better
treatment options. Thirty million of
the estimated 152 mitlion men with ED
are in the United States. Of these 30
million, 10 million have been treated
with other medication—meaning that
two-thirds go untreated. In addition,
of those 10 million men, only 3 million
are currently using a medication and
less than 1 million of them refitl their
prescription more than once in a given
year. The statistics support the need

for new treatment options.

Specifically, many men want an
extended duration of effectiveness,

a medicine not affected by the con-

sumption of food, and efficacy in a broad

range of patients.

Cialis has shown a consistent response
in patients with a rapid onset of action. In
addition, the distinctive profile of Cialis
can provide partners with the freedom
to choose the moments that are right for
them: Cialis has been shown, in clinical
trials, to provide benefit for periods as
long as 36 hours after dosing, and the
absorption of Cialis in the body is not de-
layed or diminished by the intake of food.

Launched globally in the 15-member
European Union, New Zealand, and
Australia in February 2003, Cialis is
awaiting regulatory approval in more
than 30 additional countries worldwide,
including the United States where it has
received an “approvable” letter. A regu-
latory decision in the U.S. is expected in
the second half of 2003.

For many men, Cialis can help restore
self-confidence and generate renewal

of an important life dimension.
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Compounds in Late-Stage Development

1z

Approved fer marketing in 2002

Strattera™ Attention-deficit hyperactivity disorder
Forteo® Osteoporosis
Cialis™ Male erectile dysfunction (approved in Europe)

Declared approvable

Cialis™ Male erectile dysfunction (in the United States)

Cymbalta™ Depression
Only about one-third of depressed patients experience virtually complete symptom resolution in controlled trials. What's more, currently available
therapies fail to fully address the physical symptoms that are now understood to be a significant component of the disease. Cymbalta works on two
key neurotransmitters involved in depression, while most other therapies work only on one. In clinical trials, Cymbalta has demonstrated rapid and
sustained relief of both emotional and physical symptoms, strong remission rates, and excellent safety and tolerability. Cymbalta may represent the
next step in the evolution of depression therapy.

Under regulatery review

Duloxetine Stress urinary incontinence
It's estimated that 300 million women globally are affected by stress urinary incontinence (SUI), the accidental loss or leakage of urine as pressure on
the bladder increases, such as from a cough, sneeze, or laugh or from exercise. This can lead to embarrassment, restrictions in activity, and even social
isolation. Clinical study data suggest that duloxetine, submitted for stress urinary incontinence, will be the first prescription medication indicated to
significantly reduce accidental urine leakage episodes, providing patients with an alternative treatment that can improve their quality of life.

OFC (olanzapine-flucxetine combination) Bipolar depression
Bipolar depression is the depressed phase of bipolar disorder, also known as manic-depressive illness. People with bipolar disorder experience severe
and incapacitating depression as part of their manic and depressive mood swings. They often are either misdiagnosed or fail to seek treatment. Bipo-
lar depression is often indistinguishable from major depression but carries a higher risk of suicide and disability. OFC, a combination of olanzapine
(Zyprexa®) and fluoxetine (Prozac®), markedly reduced bipolar depressive symptoms in clinical trial patients.

Alimta® Mesothelioma
Malignant pleural mesothelioma is the deadly tumor of the lining of the lung that is associated most frequently with asbestos exposure. An esti-
mated 10,000 new cases are diagnosed each year worldwide. Currently under regulatory review by the FDA in a “rolling submission” process, Alimta
has been given fast-track status specifically for the indication of malignant pleural mesothelioma. Alimta also has the opportunity to perhaps replace
a number of older chemotherapy drugs that are currently among the standards of care in many common cancers.

Planned submissiens for regulatery review pending oulcome of ongeing studies

Protein Kinase C beta [PKCB] inhibitor Microvascular complications of diabetes
More than 150 million people have diabetes worldwide, a number expected to double by 2025. People with diabetes are at risk of developing diabetic
microvascular complications. We're studying an inhibitor of the enzyme PKCB for activity as a potential treatment for diabetic peripheral neuropathy,
which affects nerves in the legs and feet and which can ultimately lead to amputations. We're also evaluating whether our inhibitor can postpone
disease progression in diabetic retinopathy and diabetic macular edema, both of which are microvascular complications that can lead to vision loss.

Affinitak™ Non-small-cell lung cancer
Non-small-cell lung cancer is the most common type of lung cancer. More than 300,000 deaths were expected from lung cancer in Europe and the
United States alone last year. Affinitak belongs to a new class of drugs, based on antisense technology, that may be able to inhibit the production
of cancer-causing proteins. Under development in our collaboration with Isis Pharmaceuticals, Affinitak selectively suppresses the production of
Protein Kinase C alpha. By suppressing this protein, Affinitak appears to interfere with what is thought to be a key process in the development of
non-small-cell lung cancer. We plan to evaluate Affinitak in other cancers as well.

Exenatide [synthetic exendin 4] Diabetes
About go percent of people with diabetes have type 2 diabetes, which is most common in adults. Exenatide, which we are developing in col-
laboration with Amylin Pharmaceuticals, Inc., may help many people with type 2 diabetes effectively control blood-glucose levels while reducing
or eliminating the risk of hypoglycemia and weight gain. If approved, exenatide could represent the first of a new class of compounds for the
treatment of type 2 diabetes.

LY544344 Generalized anxiety disorder
Generalized anxiety disorder is one of the most common anxiety disorders, with a lifetime prevalence of 5.1 percent worldwide. This
condition is characterized by unrealistic or excessive anxiety and worry. Anxiety disorders, in general, are associated with significant human
suffering, disability, and health care expenditures. LY544344, the first of a new class of compounds that modulates glutamate, an excitatory
neurotransmitter associated with anxiety and other CNS disorders, could represent a significant advance in treating patients with anxiety and
associated conditions.

The search for new drugs is risky and uncertain, and there are no guarantees. Remaining scientific and regulatory hurdles may cause a late-stage compound to
be delayed or even fail to reach the market at all. See Other Matters on pages 25-26 for more discussion of required FDA manufacturing and clinical appravals.
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Innovation is meaningless unless people actually use it

The potential of breakthrough and best-
in-class medicines is realized only as
they are used by the people they benefit.

With an unprecedented number of new
products queuing up to provide impor-
tant answers for patients, we're strength-
ening our capability, as an independent
company, to get these new medicines to
the people waiting for them. And we're
addressing key issues related to our
ability to do that.

Quality in manufacturing

We've made significant progress with
our manufacturing issues, and we
believe we are on the right track for
their resolution as we work to achieve
our overarching objective—ensuring
the very highest level of quality in our
manufacturing operaticns. OQur ongo-
ing discussions with the U.S. Food and
Drug Administration have helped us
understand the agency’s expectations
for our progress.

We've learned many lessons from this
experience, and, pursuing our quality
goal, we're in the process of implement-
ing a comprehensive global improvement
plan—with an emphasis on Indianapo-
lis—that has been refined during our
deliberations with the FDA. As a result,
we've strengthened our leadership team,
added technical expertise, and revamped
training programs and are simplifying
processes. Our commitment to this
priority is evidenced by the significant
investment of financial and human
resources that is comparable in degree to
those we made in R&D and in sales and
marketing during the 1990s.

Medicines with great potential to help
address people’s unmet needs are
beginning to flow from our pipeline. At
the same time, demand for our current
products continues to grow. Meeting the

need for all these medicines simultane-
ously requires increased capacity. We're
proceeding with speed, but quality
remains central to all our efforts. We're
making sure that we get the job done
right. Timing of future inspections, key
to our ability to launch some of our new
products, is at the FDA’s discretion.

We've given manufacturing the same
level of priority as R&D and sales and
marketing, and our resources are fully
committed to implementing the neces-
sary changes. We won't rest until our
manufacturing quality is best in class.

Commercialization

The richest late-stage pipeline in our
history presents us with an unprec-
edented number of high-potential new
products to launch and market in a
short time frame. Simultaneously, we
must continue to support the ongoing
growth of our current products.

The challenge of the task at hand is
obvious, but we welcome it. The magni-
tude of our opportunity at this moment
is exceptional—to achieve a growth
leadership position in the pharmaceuti-
cal industry—and we believe we're
positioned to get there.

Indeed, our strategy for maximizing
our products has proven its viability.
Our marketing initiatives can compete
successfully with those of larger
organizations. The performance of our
products—for example, the antipsy-
chotic Zyprexa, the oral diabetes agent
Actos®, and, previously, our antidepres-
sant Prozac—has affirmed our ability
to take advantage of opportunity.

In a nutshell: we're continuing to create
a lean, focused organization that can
move faster, be more productive, and
adapt to change more quickly. We've

significantly elevated our market-

ing and selling capabilities globally.
We've increased—and are continuing

to increase—our sales forces. We've
improved processes and implemented
continuous training. We're ensuring
that we can make these appropriate
investments by cutting expenses else-
where—allocating our resources behind
our new products and our existing
growth products. And we're continuing
to seek partnerships selectively with
other companies to enhance our own
capabilities and resources. Such partner-
ships also help us reduce risk, not only in
sales and marketing but also in ongoing
product development.

Recent examples: our partnership

with Innovex, a division of Quintiles
Transnational Corporation, will add
more sales firepower for Cymbalta, our
new antidepressant. Innovex brings

a high level of skill and experience

to the alliance. In our alliance with
Boehringer Ingelheim, announced in
December 2002, we'll jointly commer-
cialize Cymbalta outside the U.S. and
duloxetine for stress urinary inconti-
nence worldwide (excluding Japan in
both cases). Bl offers the collaboration a
strong global presence and deep experi-
ence in urology, especially important

in creating a market for this potential
first pharmaceutical treatment for stress
urinary incontinence.

These tactics for ensuring our ability to
compete have demonstrated their value,
and we'll continue to use them to full
advantage.

We expect to continue delivering
exceptional innovation to patients.

And we expect to deliver on our goal

of outgrowing the competition. We
believe we have the right strategy, the
right people, and the right products. We
know we have the will.







Review of Operations

Operating Results—2002

Summary

Net income was $2.71 billion, or $2.50 per share, in
2002 and $2.78 billion, or $2.55 per share, in 2001, repre-
senting a decline of 3 percent and 2 percent, respectively.
Comparisons between 2002 and 2001 are made difficult by
the impact of several unusual items that are reflected in our
operating results for both years. Excluding these unusual
items, which are discussed further below, net income for
2002 and 2001 would have been $2.74 billion, or $2.55 per
share, and $3.01 billior, or $2.76 per share, respectively.
This represents a decrease in net income and earnings per
share of 8 percent. Adjusted net income and earnings per
share for 2002 declined, primarily due to the result of lower
sales of Prozac, an antidepressant, partially offset by sales
growth of several key products, lower interest expense
and lower operating expenses. Earnings per share for 2002
benefited slightly from a lower number of shares outstand-
ing, resulting from our share repurchase program.

Six Key Growth Products Collectively Accounted
for 61 Percent of 2002 Sales ($ millions)

Combined net sales of the 100
company’s key growth
products—Zyprexa, Humalog,
Gemzar, Evista, Xigris, and
Actos—increased by zz percent
over 2001, representing

$6.7 billion, or 61 percent of
total net sales, compared with 50— - - - - -

48 percent in zoo1. 4 . - - _
30— - - —_
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Anti-Infectives 0
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Unusual ltems

As noted above, several unusual items are reflected in
our operating results for 2002 and 2001. These transactions
are summarized as follows (see Notes 3, 4, and 4 to the con-
solidated financial statements for additional information].

2002

e Pretax charge of $84.0 million for acquired in-process
research and development related to a collaboration ar-
rangement with Amylin Pharmaceuticals, Inc. [Amylin}, in
the third quarter of 2002, which decreased earnings per
share by approximately $.05 in the third quarter of 2002

2001

* Pretax charges of $190.5 million for acquired in-pro-

cess research and development related to collaboration

arrangements with Isis Pharmaceuticals, Inc. [Isis);

Minnesota Mining and Manufacturing Company (3M); and

Bioprojet, Société Civile de Recherche (Bioprojet], in the

third and fourth quarters of 2001, which decreased earn-

ings per share by approximately $.05 in the third quarter

and $.06 in the fourth quarter of 2001

Pretax charges of $121.4 million associated with asset

impairment and other site charges in the third quarter

of 2001 due to actions taken as a result of the assess-

ment of our worldwide manufacturing capacity, which

decreased earnings per share by approximately $.07 in

the third quarter of 2001

e An extraordinary charge of $45.2 miltion ($29.4 million
net of income taxes) from the repurchase of higher inter-
est rate debt in the third and fourth quarters of 2001,
which decreased earnings per share by approximately
$.02 in the third quarter and $.01 in the fourth quarter of
2001

Sales

Our reported worldwide sales for 2002 decreased
4 percent, to $11.08 billion, due primarily to the decline in
sales of Prozac in the U.S. resulting from the loss of patent
protection in August 2001. Partially offsetting this dectine
was sales growth of Zyprexa, a treatment for schizophrenia
and acute bipolar mania; diabetes care products; Gemzar,
an oncolytic product; Evista, an osteoporosis treatment and
prevention agent; and Xigris, a treatment we launched in late
2001 for adult severe sepsis patients at high risk of death.
Salesin the U.S. decreased 11 percent, to $6.54 billion. Sales
outside the U.S. increased 9 percent, to $4.54 billion. Exclud-
ing Prozac, our worldwide and U.S. sales increased 8 percent

Foltowing is a reconciliation of reported and adjusted earnings per share:

Year Ended December 31 2002 2001 2000
Dituted earnings per share [as reported] ........... ... ... .. ... ..., $2.50 $2.55 $2.79
Unusual items:
Acquired in-process research and development ................... .05 N —
Asset impairment and other sitecharges . ......... ... ... ... ... ... — .07 —
Early retirementofdebt ... .. ... . . . . — .03 —
Year-2000 wholesaler stocking [see Operating Results—2001) . ... ... - — .06
Gain from sale of WebMD stock [see Operating Results—2001) ... ... — — [.20)
16 Diluted earnings per share lasadjusted) . ................ ... ... ... .. $2.55 $2.76 $2.65




Revenues ($ millions)

In total, 10 products .
spanning various
therapeutic classes —
each had annual
revenues in excess
of szoo million.
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Zyprexa
Humulin
Gemzar
Humalog
Evista

Prozac /Sarafem/
Prozac Weekly
Actos

ReoPro
Humatrope
Monensin

and 7 percent, respectively. Worldwide sales reflected a
volume decline of 4 percent while global selling prices and
exchange rates remained essentially flat.

Zyprexa had worldwide sales of $3.49 billion in 2002,
representing an increase of 20 percent. Sales in the U.S.
increased 16 percent, to $2.53 billion. Sales outside the
U.S. increased 27 percent, to $1.16 billion, benefiting, in
part, from the launch of Zyprexa in Japan during the sec-
ond quarter of 2001. At the end of June 2002, our European
sales forces began promoting Zyprexa for use in treating
manic episodes associated with bipolar disorder.

Diabetes care products, composed primarily of Hu-
mulin®, biosynthetic human insulin; Humalog, our insulin
analog; and Actos, an oral agent for the treatment of type 2
diabetes, had aggregate worldwide revenues of $2.29 billion
in 2002, representing an increase of 8 percent. Diabetes
care revenues in the U.S. increased 5 percent, to $1.43 bil-
lion. Diabetes care revenues outside the U.S. increased 12
percent, to $85%.2 million. Humulin had worldwide sales of
$1.00 billion, representing a decrease of 5 percent due to the
continued shift by patients to Humalog and Humalog mixture
products and to increased competition. Humulin sales in the
U.S. decreased 11 percent, to $515.4 million. Humulin sales
outside the U.S. increased 1 percent, to $488.6 million. Hum-
alog had worldwide sales of $834.2 million, representing an
increase of 33 percent. Humalog sales in the U.S. increased
34 percent, to $528.3 million. Humalog sales outside the U.S.
increased 31 percent, to $305.9 million. We received service
revenues of $391.7 million in 2002, an increase of 9 percent,
relating to sales of Actos. Actos is manufactured by Takeda
Chemical Industries, Ltd., and sold in the U.S. by Takeda
Pharmaceuticals North America {Takeda). We copromote
Actos in the U.S. with Takeda.

Gemzar had worldwide sales of $874.6 million in 2002,
representing an increase of 21 percent, driven primarily

by strong underlying product demand. Sales in the U.S.
increased 16 percent, to $482.1 million. Sales outside the
U.S. increased 28 percent, to $392.5 million.

Evista had worldwide sales of $821.9 million in 2002,
representing an increase of 24 percent. Sales in the U.S.
increased 1% percent, to $626.1 million. Sales outside the
U.S.increased 41 percent, to $195.8 million. Sales benefit-
ed from strong underlying product demand driven, in part,
by competitive developments in the second half of 2002.

Prozac, Prozac Weekly™, and Sarafem®, a prescription
treatment for premenstrual dysphoric disorder, a severe
form of premenstrual syndrome (collectively, fluoxetine
product(s)), had combined worldwide sales of $733.7 million,
representing a decrease of 63 percent. Fluoxetine product
sales in the U.S. decreased 73 percent, to $451.7 million, due
to generic competition for Prozac beginning in early August
2001. Fluoxetine product sales outside the U.S. decreased
15 percent, to $282.0 million, primarily due to continuing
generic competition.

Anti-infectives had worldwide sales of $577.4 mitlion
in 2002, representing a decrease of 23 percent. Sales in the
U.S. of anti-infectives decreased 55 percent, to $58.5 mil-
lion. Sales outside the U.S. decreased 16 percent, to
$518.9 million. Lower sales of anti-infectives were due to
continuing competitive pressures and to manufacturing and
supply issues with respect to certain injectable antibiotics.

ReoPro® had worldwide sales of $384.0 million in
2002, representing a decrease of 11 percent. Sales in the
U.S. decreased 20 percent, to $248.3 million, due to con-
tinuing competitive pressures, and sales outside the U.S.
increased 14 percent, to $135.7 million.

At the end of November 2001, we received approval
from the U.S. Food and Drug Administration (FDA] for
Xigris and we launched the product in the United States. In
August 2002, the European Commission granted market-
ing authorization for Xigris in all 15 member states of the
European Union. In October, we launched Xigris in a num-
ber of European countries. Worldwide Xigris sales were
$100.2 million in 2002 compared with $21.2 million in 2001.
Sales in the U.S. were $89.3 million in 2002.

Animal health products had worldwide sales of
$693.1 million in 2002, representing an increase of 1 per-
cent. Salesinthe U.S. decreased é percent, to $304.2 mil-
lion, due primarily to declines in our cattle and swine
products. Sales outside the U.S. increased 7 percent, to
$388.9 million.

Payments under federally mandated Medicaid re-
bate programs reduced 2002 sales by approximately
$438.2 million compared with approximately $475.0 mil-
lion in 2001. This decline was primarily due to the loss of
Prozac sales after the patent expiration.

Gross Margin, Costs, and Expenses
The 2002 gross margin decreased to 80.4 percent of
sales compared with 81.3 percent for 2001. This decrease
was attributed primarily to the decline in sales of Prozac,
a higher margin product, and increased costs associ- 17



Gross Margin (as a percent of total net sales)

Gross margin as a percent of
sales decreased by 0.9 percent-
age points, to 8o.4 percent. This
decline was due to the decline
in Prozac sales and increased
costs associated with manu-
facturing improvements, offset
partially by a favorable sales
mix of other higher margin .
products and favorable manu- 8
facturing throughput from increased volume of product manufactured.
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ated with current Good Manufacturing Practices [cGMP)
improvements, costs associated with capacity increases
for certain growth and new products, and higher inven-
tory losses. These declines in gross margin were partially
offset by favorable changes in product mix due to growth
in sales of other higher margin products, such as Zyprexa,
Gemzar, Evista, and diabetes care products, and favor-
able manufacturing throughput from increased volume of
product manufactured.

Operating expenses (the aggregate of research and
development and marketing and administrative expenses]
decreased 1 percent in 2002. Research and develop-
ment expenses decreased 4 percent, to $2.15 billion, due
primarily to lower late-stage clinical trial costs as more
products were awaiting regulatory approval. Despite the
decline, we invested approximately 19 percent of our sales

Research and Development {$ millions; percent of net sales)

Worldwide research and
development expenditures

$2,235.1 "g31493

2 billion 52,0‘13.5 =

$1,738.9 $1,783.6

1.5 bitlion - - - - - -
As a percentage of sales, this 188%  17.8%  18.4%  19.4%  19.4%

investment is the highest in
our industry peer group and
demonstrates an unbroken P _ i ) ; _
chain of commitment to

finding answers for a wide
range of serious, unmet
medical needs. During 2003 and zoo4, we hope to launch as many as
four new products in addition to Forteo, Strattera, and Cialis.

were $2.15 billion in 2002.

1 billion - - - - - —_
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in research and development efforts in 2002. Marketing
and administrative expenses remained essentially flat
compared with 2001 despite the continued expansion of
our worldwide sales force and increased marketing efforts
in support of our growth products and upcoming product
launches. Operating expenses were also reduced due to
lower incentive compensation expenses, reimbursement
from collaboration partners, and cost containment, none
of which were individually material.

During 2002, we expensed $84.0 million for acquired
in-process research and development costs related to a
collaboration arrangement with Amylin to develop and com-
mercialize a potential new treatment for type 2 diabetes.

18 The compound acquired in this collaboration agreement is

in the development phase and no alternative future uses
were identified.

Net other income for 2002 was $293.7 million, an
increase of $13.0 million. The increase was primarily
due to a combination of income recognized from upfront
and milestone payments from Quintiles Transnational
Corp. [Quintiles] as part of the Cymbalta commercializa-
tion agreement, discussed further in Other Matters, and
income recognized from InterMune, Inc., related to the
2001 oritavancin out-license agreement, offset primarily
by lower interest income due to lower interest rates.

Interest expense for 2002 decreased $66.8 million, to
$79.7 million, primarily due to lower variable interest rates
paid on our debt.

The effective tax rate for 2002 was 21.7 percent com-
pared with 20.9 percent for 2001. Excluding the unusual
items discussed previously, the effective tax rate was
22.0 percent for both years. See Note 11 to the consolidat-
ed financial statements for additional information.

Operating Results—2001

Summary

Net income was $2.78 billion, or $2.55 per share, in
2001 and $3.06 billion, or $2.79 per share, in 2000. Com-
parisons between 2001 and 2000 are made difficult by the
impact of several unusual items that are reflected in our
operating results for both years. Excluding these unusual
items, which are discussed further below, net income for
2001 and 2000 would have been $3.01 billion, or $2.76 per
share, and $2.90 billion, or $2.65 per share, respectively.
This represents an increase in net income and earnings
per share of 4 percent. The 2001 increases are attributed
to growth in sales, offset, in part, by operating expenses
increasing at a rate greater than sales growth.

Unusual ltems

As noted above, several unusual items are reflected
in our operating results for 2001 and 2000. The unusual
items relating to 2001 are summarized under Operating
Results—2002. The 2000 unusual items are summarized
as follows. See Note 3 to the consolidated financial state-
ments for additional information.

2000

* A gain of $214.4 million on the sale of our interest in
Kinetra LLC to WebMD Corporation (WebMD] and the
subsequent sale of WebMD stock, which increased earn-
ings per share by approximately $.20 in the first quarter
of 2000

* Approximately $91 million in additional product sales in
1999 as a result of year-2000-related wholesaler buying
that normally would have been realized during the first
quarter of 2000, which increased earnings per share
by approximately $.06 in the fourth quarter of 1999 and
reduced earnings per share by the same amount in the
first quarter of 2000



Consolidated Statements of Income

Eli Lilly and Company and Subsidiaries

(Oollars in millions, except per-share data) Year Ended December 31 2002 2001 2000
Netsales ... $11,077.5 $11,542.5 $10,862.2
Costofsales ... .. 2,176.5 2,160.2 2,055.7
Research and development ........ ... ... .. . L 2,149.3 2,235.1 2,018.5
Marketing and administrative ......... ... .. .. L 3,424.0 3,417.4 3,2283
Acquired in-process research and development (Note 3] . ..... ... 84.0 190.5 —
Asset impairment and other site charges [Note 4] ............... — 121.4 -
Interest expense .. ... ... 79.7 146.5 182.3
Otherincome—net (Note3) ... ... ... ... . ... .. .......... {293.7) (280.7) (481.3)
7,619.8 7.990.4 7,003.5

Income before income taxes and extraordinaryitem ............. 3,457.7 3,55241 3,858.7
Income taxes (Note 11) . ... ... ... ... . . L 749.8 742.7 800.9
Income before extraordinaryitem ... ... .. .. .. ... .. ... ... ... 2,707.9 2,809.4 3,057.8
Extraordinary item, netof tax (Note 6) ... . ... ... ... .. .. ... .. — {29.4) -
Net INCOME . o $ 2,707.9 $ 2.780.0 $ 3,057.8
Earnings per share—basic (Note 10]

Income before extraordinaryitem ... ... ... ............. $2.51 $2.61 $2.83

Extraordinary item ... . ... — {.03) -

Netincome ... .. ... .. . $2.51 $2.58 $2.83
Earnings per share—diluted [Note 10)

Income before extraordinaryitem ........ ... .. ... ... .. $250 $2.58 $2.79

Extraordinaryitem . ... ... . . . - (.03) —

Net INCOMe . ... $2.50 $2.55 $2.79

See notes to consolidated financial statements.
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Sales

Reported worldwide sales for 2001 increased é per-
cent, to $11.54 billion. Worldwide sales for 1999 included
approximately $91 million of sales relating to year-2000
wholesaler buying that normally would have been rec-
ognized in 2000. Adjusting for the impact of year-2000
wholesaler buying, sales growth for 2001 would have been
5 percent. Zyprexa, diabetes care products, Gemzar, and
Evista led sales growth. Sales in the U.S. increased
5 percent, to $7.36 billion. Sales outside the U.S. increased
8 percent, to $4.18 billion. Both worldwide and U.S. sales
growth was offset, in part, by decreased sales of Prozac
and anti-infectives. The decrease in Prozac sales was pri-
marily due to the entrance of generic fluoxetine in the U.S.
market in early August 2001. Excluding Prozac, our world-
wide and U.S. sales increased 17 percent and 22 percent,
respectively. Worldwide sales reflected volume growth of
8 percent and a 1 percent increase in global selling prices,
partially offset by a 2 percent decrease in exchange rates.
{Percentages do not add due to rounding.)

Zyprexa had worldwide sales of $3.09 billion in 2001,
representing an increase of 31 percent. Sales in the U.S.
increased 29 percent, to $2.18 billion. Zyprexa sales
continued to experience strong growth in the face of an
additional competitive product in the U.S. Sales autside
the U.S. increased 38 percent, to $910.5 million, benefit-
ing, in part, from the launch of Zyprexa in Japan during the
second quarter of 2001,

Diabetes care products had worldwide revenues of
$2.13 billion in 2001, representing an increase cof 21 per-
cent. Diabetes care revenues in the U.S. increased 27 per-
cent, to $1.37 billion. Diabetes care revenues outside the
U.S. increased 12 percent, to $764.8 million. Humulin had
worldwide sales of $1.06 billion, representing a decrease
of 5 percent due to the continued shift by patients to Hum-
alog and Humalog mixture products and to increased com-
petition. Humulin sales in the U.5. decreased é percent, to
$578.5 million. Humulin sales outside the U.S. decreased
3 percent, to $482.2 million. Humalog had worldwide sales
of $627.8 million, representing an increase of 79 percent.
We received service revenues of $360.6 million in 2001, an
increase of 62 percent, relating to sales of Actos.

The fluoxetine products had combined worldwide
sales of $1.99 billion, representing a decrease of 23 per-
cent. This full-year result included a 66 percent decline
in the fourth guarter of 2001. Fluoxetine product sales in
the U.S. decreased 26 percent, to $1.66 billion, primarily
due to generic competition for Prozac beginning in early
August 2001. Fluoxetine product sales outside the U.S.
decreased 3 percent, to $330.1 million, primarily due to
continuing generic competition.

Gemzar had worldwide sales of $722.9 million in 2001,
representing an increase of 29 percent. Sales in the U.S.
increased 32 percent, to $417.4 million. Sales outside the
U.S. increased 26 percent, to $305.5 million.

Evista had worldwide sales of $664.8 million in 2001,
representing an increase of 27 percent. Sales in the U.S.

increased 21 percent, to $526.1 million. U.S. sales growth
slowed in the second half of the year, primarily due to in-
creased competition. Sales outside the U.S. increased

58 percent, to $138.7 million, primarily due to the launch of
Evista as a treatment for postmenopausal osteoporosis in
a number of European countries during the second quarter
of 2000.

ReoPro had worldwide sales of $431.4 million in 2001,
representing an increase of 3 percent. Sales in the U.S.
decreased 1 percent, to $312.3 million, due to continued
competition. Sales outside the U.S. increased 16 percent, to
$119.1 million.

At the end of November 2001, we received approval for
Xigris from the FDA and launched the product in the U.S.
[nitial Xigris sales were $21.2 million in 2001.

Anti-infectives had worldwide sales of $749.5 miltion in
2001, representing a decrease of 16 percent, due to continu-
ing competitive pressures. Cefaclor and Keflex® accounted
for the majority of the decline. Sales in the U.S. of anti-infec-
tives decreased 32 percent, to $128.9 million. Sales outside
the U.S. decreased 12 percent, to $620.6 million.

Animal health products had worldwide sales of
$686.1 million in 2001, representing an increase of 3 per-
cent. Sales in the U.S. increased 5 percent, to $323.2 mil-
lion. Sales outside the U.S. remained flat at $362.9 million.

Our payments under federally mandated Medicaid re-
bate programs reduced 2001 sales by approximately $475.0
million compared with approximately $464.0 million in 2000.

Gross Margin, Costs, and Expenses

The 2001 gross margin improved to 81.3 percent of
sales compared with 81.1 percent for 2000. This increase
was attributed primarily to favorable changes in product
mix due to growth in sales of higher margin products, such
as Zyprexa, Gemzar, Evista, and diabetes care products.
The decline in sales of Prozac, also a higher margin prod-
uct, partially offset these gross margin increases. )

Operating expenses increased 8 percent in 2001. in-
vestment in research and development expenses increased
11 percent, to $2.24 billion, as we continued to invest in our
promising product pipeline. Marketing and administrative
expenses increased é percent. Expansion of the worldwide
sales force and increased marketing efforts in support of
our growth products and upcoming product launches offset
a slight decline in administrative expenses. The growth
rates of both research and development expenses and
marketing and administrative expenses were diminished by
reduced incentive compensation expenses resulting from
lower growth in earnings.

During 2001, we recorded $190.5 million for acquired
in-process research and development charges related to
collaboration arrangements with Isis, 3M, and Bioprojet.
The compounds acquired in these collaboration agree-
ments are in the development phase and no alternative
future uses were identified.

Net other income for 2001 was $280.7 million, an
increase of $12.8 million, excluding the gain on the sale of




Kinetra LLC in 2000. The increase was primarily due to an
increase in interest income.

Our effective tax rate for 2001 was 20.9 percent com-
pared with 20.8 percent for 2000. Excluding the unusual
items discussed previously, the effective tax rate was
22.0 percent for both years. See Note 11 to the consolidat-
ed financial statements for additional information.

Financial Condition

As of December 31, 2002, cash, cash equivalents,
and short-term investments totaled approximately $3.65
billion compared with $3.73 billion at December 31, 2007.
The decrease in cash was primarily due to the purchase of
investments, dividends paid, share repurchases, capital
expenditures, and taxes paid, which together exceeded
cash generated from operations and debt issuances. We
acquired approximately 4.5 million shares, for approxi-
mately $389.2 million, during 2002 pursuant to our previ-
ously announced $3 billion share repurchase program. We
have now completed $1.80 billion of purchases in connec-
tion with that program.

Our receivables increased by $264.1 million during
2002, to $1.67 billion, due primarily to increased sales of
key growth products in December 2002, reduced allow-
ances due to a significant customer payment, and foreign
currency translation adjustments.

Our inventories increased by $435.2 million during
2002, to $1.50 billion, due to foreign currency translation
adjustments, increased inventory requirements for our
growth products, and inventory associated with products
for which we have received approvals or approvable letters.

Total debt at December 31, 2002, was $4.90 billion,
an increase of $1.49 billion from December 31, 2001. The
increase in long-term debt was primarily due to the is-
suance of $500 million of 10-year notes in March 2002; a
5-year $543 million private placement note in July 2002;
$150 million of floating rate bonds in July 2002, maturing
in 2031; and the change in fair value of debt hedged with
interest rate swaps designated as fair value hedges. Our
current debt ratings from Standard & Poor’s and Moody's
remain at AA and Aa3, respectively.

Capital expenditures of $1.13 billion during 2002 were
$246.9 million more than in 2001 as we continued to invest
in manufacturing and research and development initiatives
and related infrastructure. We expect near-term capital

Capital Expenditures ($ miltions]

. . . $1,130.9
Capital expenditures increased
1

28 percent from 2001. The
continued heavy investment
supported various manu-
facturing and research
initiatives and related
infrastructure. In 2003, we
expect near-term capital
expenditures to increase from
2002 levels due to continuing
investment in research and
manufacturing capacity to 8 9 0 o 02
support our growing product portfolio.
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expenditures to increase from 2002 levels.

Dividends of $1.24 per share were paid in 2002, an in-
crease of 11 percent from the $1.12 per share paid in 2001,
In the fourth quarter of 2002, effective for the first-quarter
dividend in 2003, the quarterly dividend was increased to
$.335 per share (an 8 percent increase), resulting in an
indicated annual rate for 2003 of $1.34 per share. The year
2002 was the 118th consecutive year in which we made
dividend payments and the 35th consecutive year in which
dividends have been increased.

We believe that cash generated from operations, along
with available cash and cash equivalents, will be sufficient
to fund most of our operating needs, including debt service,
share repurchases, capital expenditures, and dividends in
2003. We will issue additional debt in 2003 to fund remain-
ing cash requirements. We believe that, if necessary,

Dividends Paid per Share (dollars)

Dividends paid during 2002
increased 11 percent over
2001. We have declared a
first-quarter 2003 dividend of ~
$.335 per share, an 8 percent
increase over first-quarter
2002. For the past 35 years
dividends have increased

at an average rate greater
than 11 percent annually.
This record clearly reflects
our continued commitment to
delivering outstanding
shareholder value. 9 9 00 o 02

$1.20

$12¢
$1.12
$1.04 - - —_—

$0.92

Certain of our current contractual obligations will require future cash payments as follows:

Payments due by pericd

Total 2003 2004-2005 2006-2007 2008 and thereafter
Principal payments on debt, including
capitalleases ... ... ... ..., $4,669.6 $545.4 $412.6 $772.4 $2,939.2
Share repurchase commitments .............. 2811 281.1 - - —
Noncancelable operating leases ............... 260.3 58.3 80.7 62.7 58.6
Loans to collaboration partners ............... 52.5 26.3 26.2 - -
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amounts available through our existing commercial paper
program should be adequate to fund maturities of short-
term borrowings. Our commercial paper program is also
currently backed by $1.23 billion of unused committed bank
credit facilities. Various risks and uncertainties, including
those discussed in the Other Matters and Financial Expec-
tations for 2003 sections, may affect our operating results
and cash generated from operations.

Return on Shareholders’ Equity (based on income from continuing
operations before extraordinary item divided by average shareholders’
equity)

Return on shareholders’ equity saem  F
0——r -

declined during 2002 as a result
of declining sales related to the
first full year of Prozac patent
expiration and our continued
heavy investment in support of
our promising pipeline and six
key growth products.

46.2%
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In the normal course of business, our operations are ex-
posed to fluctuations in interest rates and currency values.
These fluctuations can vary the costs of financing, investing,
and operating. We address a portion of these risks through
a controlled program of risk management that includes
the use of derivative financial instruments. The objective
of controlling these risks is to limit the impact on earnings
of fluctuations in interest and currency exchange rates. All
derivative activities are for purposes other than trading.

Our primary interest rate risk exposure results from
changes in short-term U.S. dollar interest rates. In an ef-
fort to manage interest rate exposures, we strive to achieve
an acceptable balance between fixed and floating rate debt
positions and may enter into interest rate derivatives to
help maintain that balance. Based on our overall interest
rate exposure at December 31, 2002 and 2001, including
derivatives and other interest rate risk-sensitive instru-
ments, a hypothetical 10 percent change in interest rates
applied to the fair value of the instruments as of December
31,2002 and 2001, respectively, would have no material im-
pact on earnings, cash flows, or fair values of interest rate
risk-sensitive instruments over a one-year period.

Our foreign currency risk exposure results from
fluctuating currency exchange rates, primarily the U.S.
dollar against the Japanese yen and the euro. We face
transactional currency exposures that arise when we en-
ter into transactions, generally on an intercompany basis,
denominated in currencies other than the local currency.
We also face currency exposure that arises from translat-
ing the results of our globatl operations to the U.S. dollar at
exchange rates that have fluctuated from the beginning of
the period. We use forward contracts and purchased op-
tions to manage our foreign currency exposures. Qur pol-
icy outlines the minimum and maximum hedge coverage

of such exposures. Gains and losses on these derivative
positions offset, in part, the impact of currency fluctua-
tions on the existing assets, liabilities, commitments, and
anticipated revenues. Considering our derivative financial
instruments outstanding at December 31, 2002 and 2001, a
hypothetical 10 percent change in exchange rates (primar-
ily against the U.S. dollar) as of December 31, 2002 and
2001, respectively, would have no material impact on earn-
ings, cash flows, or fair values of foreign currency rate
risk-sensitive instruments over a one-year period. These
calculations do not reflect the impact of the exchange
gains or losses on the underlying positions that would be
offset, in part, by the results of the derivative instruments.

Applicatien of Critical Accounting Policies

In preparing our financial statements in accordance
with generally accepted accounting principles {GAAP], we
must often make estimates and assumptions that affect the
reported amounts of assets, liabilities, revenues, expenses,
and related disclosures at the date of the financial state-
ments and during the reporting period. Some of those judg-
ments can be subjective and complex, and consequently
actual results could differ from those estimates. For any
given individual estimate or assumption we make, there
may also be other estimates or assumptions that are rea-
sonable; however, we believe that, given current facts and
circumstances, it is unlikely that applying any such other
reasonable judgment would cause a material adverse effect
on our consolidated results of operations, financial position,
or liquidity for the periods presented in this report.

Our most criticat accounting policies include sales
rebates and discounts and their impact on revenue recog-
nition, product litigation liabilities and other contingencies,
pension and retiree medical benefit costs, and the recov-
erability of deferred tax assets. We have discussed the na-
ture and the inherent judgment used in the application of
our critical accounting policies with our audit committee.

Sales Rebates and Discount Accruals

Sales rebate and discount accruals are established in
the same period as the related sales. The rebate/discount
amounts are recorded as a deduction to arrive at our
net sales and included in other current liabilities. Sales
rebates/discounts that require the use of judgment in the
establishment of the accrual include Medicaid, managed
care, long-term-care, hospital, and various other govern-
ment programs. We base our sales rebates and discount
accruals primarily upon our historical rebate/discount
payments made to our customer segment groups. We cal-
culate these rebates/discounts based upon a percent of our
sales for each of our products as defined by the statutory
rates and the contracts with our various customer groups.

The largest of our sales rebate/discount amounts are
rebates associated with the Medicaid rebate program. Al-
though we generally accrue a liability for Medicaid rebates
at the time the product is shipped, there is typically up to a



six-month difference between the time in which we record
sales of our products and the payment of the Medicaid re-
bate amounts to the state government. In determining the
appropriate Medicaid rebate accrual amount, our assump-
tions consider our historical Medicaid rebate payments by
product as a percent of our historical sales as well as any
significant changes in sales trends, evaluation of the cur-
rent Medicaid rebate laws and interpretations, the percent
of our products that are sold to Medicaid recipients, and
our product pricing and current rebate/discount contracts.

We believe that the accruals we have established for
sales rebates and discounts are reasonable and appropri-
ate based on current facts and circumstances. However, it
is possible that other people applying reasonable judg-
ment to the same facts and circumstances could develop a
different accrual amount for sales rebates and discounts.
A b percent change in the Medicaid rebate expense we rec-
ognized in 2002 would lead to an approximate $22 million
effect on our income before income taxes.

Product Litigation Liabilities and Other Centingencies

Product litigation liabitities and other contingencies
are by their nature uncertain and are based upon complex
judgments and probabilities. The factors we consider in
developing our product litigation liability reserves and
other contingent liability amounts include the merits and
jurisdiction of the litigation, the nature and the number of
other similar current and past litigation cases, the nature
of the product and the current assessment of the science
subject to the litigation, and the likelihood of settlement
and current state of settlement discussions if any. In ad-
dition, we have accrued for certain product liability claims
incurred, but not filed, to the extent we can formulate a
reasonable estimate of their costs. We estimate these
expenses based primarily on historical claims experience
and data regarding product usage.

We also consider the insurance coverage we have to
diminish the exposure. In assessing our insurance cover-
age, we consider the policy coverage limits and exclusions,
the potential for denial of coverage by the insurance com-
pany, the financial position of the insurers, the possibility
of and the length of time for collection, and the solvency of
the insurers.

We believe that the accruals and related insurance
recoveries we have established for product litigation li-
abilities and other contingencies are appropriate based on
current facts and circumstances. However, it is possible
that other people applying reasonable judgment to the
same facts and circumstances could develop a different
liability amount for product litigation liabilities and other
contingencies or a different recovery amount from the
insurance companies. A 5 percent change in the product
litigation liabilities and other contingencies accrual would
lead to an approximate $13 million effect on our income
before income taxes; however, most of this effect would
be expected to be offset by recoveries from our insurance
coverages. A5 percent change in the insurance recoveries

estimate would lead to an approximate $6 million effect on
our income before income taxes.

Pensicn and Retiree Medical Plan Assumptions

Pension benefit costs include assumptions for the dis-
count rate, retirement age, and the expected return on plan
assets. Retiree medical plan costs include assumptions for
the discount rate, retirement age, the expected return on
plan assets, and the health-care-cost trend rates. These as-
sumptions have a significant effect on the amounts reported.

Periodically, we evaluate the discount rate and the ex-
pected return on plan assets in our defined benefit pension
and retiree health benefit plans. For 2003, we decreased
the assumed weighted-average discount rate from 7.2 per-
cent to 6.8 percent for the pension plans and 6.9 percent
for the retiree medical plans and reduced the assumed
weighted-average expected return on plan assets from
10.5 percent to 9.26 percent for the pension plans and 9.25
percent for the retiree health plans. These changes in our
discount rate and expected rate of return on plan assets
will decrease income before taxes in 2003 by approxi-
mately $30 million and $50 million, respectively. Addition-
ally, we increased our assumed health-care-cost trend
rate from 6 percent to 10 percent for 2003. The impact of
this change will decrease income before taxes in 2003 by
approximately $10 million.

In making these changes in assumptions, we consid-
ered many factors, including an evaluation of the discount
rates, expected return on plan assets (approximately 90
percent of which are equity instruments], the health-
care-cost trend rates of other companies, our historical
assumptions compared with actual results, an analysis of
current market conditions, asset allocations, and the views
of leading financial advisers and economists. In evaluating
our expected retirement age assumption, we ¢onsidered the
retirement ages of our past employees eligible for pen-
sion and medical benefits together with our expectations of
future retirement ages.

We believe our pension and retiree medical plan as-
sumptions are appropriate based upon the above factors.
However, it is possible that other people applying reasonable
judgment to the same facts and circumstances could develop
a different estimate of these factors. If the health-care-cost
trend rates were to be increased by one percentage point
each future year, the aggregate of the service cost and inter-
est cost companents of the 2002 annual expense would in-
crease by approximately $16 million. A one-percentage-point
decrease would decrease the aggregate of the 2002 service
cost and interest cost by approximately $14 million. If the dis-
count rate were to be changed by a quarter percentage point,
income before income taxes would change by approximately
$10 million. If the expected return on plan assets were to
be changed by a quarter percentage point, income before
income taxes would change by approximately $10 million. If
our assumption regarding the expected age of future retirees
were adjusted by one year, that would affect our income
before income taxes by approximately $17 million. 23




Consolidated Balance Sheets

Eli Lilly and Company and Subsidiaries

[Dollars in millions) December 31 2002 2001
Assets
Current Assets
Cashandcashequivalents ........ ... . . i i, $ 1,945.9 $ 2,702.3
Short-term investments ... ... .. e 1,708.8 1,028.7
Accounts receivable, net of allowances of $66.4 (2002) and $88.5 (2001} ...... 1,670.3 1,406.2
Otherreceivables ... . . . .. 403.9 289.0
INVENIOTIES . . o 1,495.4 1,060.2
Deferred incometaxes [Note 11) .. .. .. oo 331.7 223.3
Prepaid eXpenses . . 248.1 229.2
Total current assets . ... 7,804.1 6,938.9
Other Assets
Prepaid pension {Note 12] ... 1,515.4 1,102.8
Investments [NOte B) .. ot 3,150.4 2,710.9
Sundry (Note 8 ..o 1,279.1 1,149.1
5,944.9 4,962.8
Property and Equipment ... ... . . e 5,293.0 4,532.4
$19,042.0 $16,434.1

Liabilities and Shareholders’ Equity
Current Liabilities

Short-term borrowings (Note 6] .. ... ... . i $ 545.4 $ 286.3
Accounts payable ... ... 676.9 6241
Employee compensation ... ... . . 231.7 381.9
Dividends payable .. ... .o 375.8 341.0
Income taxes payable (Note 11] .. ... ... . i 1,761.9 2,319.5
Other liabilities (Note 8) ... ... ... .. 1,471.8 1,250.2
Total current liabilities .. ... . o 5,063.5 5,203.0
Other Liabilities
Long-termdebt (Note &) ... ... .. . . . ... .. .. . . 4,358.2 3,132
Other noncurrent labilities (Note 8) . ... ... ... .. .. . . i . 1,346.7 995.0
5,704.9 4,127.1
Commitments and contingencies (Note 13) .......... ... ... ....... ... ... — —

Shareholders’ Equity [Notes 7 and 9)
Common stock—no par value
Authorized shares: 3,200,000,000

Issued shares: 1,123,451,408 {2002) and 1,124,333,530 (2001 .............. 702.1 702.7
Additional paid-incapital ... ... .. 2,610.0 2,610.0
Retained earnings . ... i 8,500.1 7,411.2
Employee benefit trust ... ... .. . ... (2,635.0) (2,635.0)
Deferred costs—ESOP .. ... .. e (123.3) (129.1)
Accumulated other comprehensive loss [Note 14) ................... ... .. (670.8) [748.4]

8,383.1 7,211.4
Less cost of common stock in treasury
2002—1,008,292 shares
2001—=984,781 shares ... ... . 109.5 107.4
' 8,273.6 7,104.0
$19,042.0 $16,434.1

24 See notes to consoclidated financial statements.




Valuation Allowances Recerded Against Deferred
Tax Assets

We have recorded valuation allowances against certain
of our deferred tax assets, primarily those that have been
generated from net operating losses in certain taxing
jurisdictions. In evaluating whether we would more likely
than not recover these deferred tax assets, we have not as-
sumed any future taxable income or tax planning strategies
in the jurisdictions associated with these carryforwards.
Implementation of tax planning strategies to recover these
deferred tax assets or future income generation in these
jurisdictions could lead to the reversal of these valuation
allowances and additional income recognition.

We believe that our estimates for the valuation al-
lowances reserved against the deferred tax assets are
appropriate based on current facts and circumstances.
However, it is possible that other people applying reason-
able judgment to the same facts and circumstances could
develop a different estimate of these factors. A5 percent
change in the valuation allowance would result in a change
in net income of approximately $19 million.

Other Matters

As aresult of preapproval plant inspections for Zyprexa
IntraMuscular and Forteo in early 2007, the U.S. Food and
Drug Administration (FDA] informed us of a number of
observations and issued a warning letter regarding adher-
ence to cGMP regulations. In response, we have been
implementing comprehensive, companywide improve-
ments in our manufacturing operations. In November 2001,
following a reinspection of the manufacturing facilities for
Zyprexa IntraMuscular and Forteo, the FDA noted additional
observations, primarily relating to computer system valida-
tion, manufacturing process reviews, and data handling.

In the spring of 2002, as part of cGMP inspection require-
ments and preapproval inspections related to our product
pipeline, the FDA conducted a comprehensive review of
eight of our global manufacturing sites and issued reports
summarizing the investigators’ findings. Fifty cbserva-
tions were noted in the combined inspection reports for

the Indianapolis facilities. The findings primarily related

to overly complex quality processes, insufficient technical
expertise and oversight, and our need to improve our ability
to identify the root cause of manufacturing deviations. The
number of observations for the inspections outside Indiana-
polis ranged from zero to a maximum of 16 at one site.

Two subsequent inspections, in Puerto Rico and Indianapo-
lis, resulted in no observations at either site. In the fall of
2002, we provided the FDA with a comprehensive plan to
upgrade our manufacturing and quality operations, particu-
larly at our Indianapolis facilities, and have been engaged
since then in discussions with the agency on our plan and
its ongoing implementation. The FDA has not yet issued its
final conclusions and recommendations. We are preparing
for inspections in two of our Indianapolis facilities.
Although the FDA has not yet cleared all our manu-

facturing operations, the agency did approve Strattera and
Forteo in November 2002. Approval of Zyprexa IntraMus-
cular and Cymbalta will depend on resolution of manufac-
turing issues in relevant Indianapolis facilities to the FDA's
satisfaction. The approval of Cialis is not expected to be
affected since the manufacturing of this product is planned

for outside Indianapolis. The timeline for resolution of

these issues is difficult to predict. A manufacturer subject

to a warning letter that fails to correct cGMP deficiencies to
the agency's satisfaction could be subject to interruption of
production, recalls, seizures, fines, and other penalties.

In the U.S., pharmaceutical products are subject to
increasing pricing pressures, which could be significantly
affected by the current national debate over Medicare and
Medicaid reform, as well as by actions by individual states
to reduce pharmaceutical costs for Medicaid and other
programs. Many proposals now being considered at the
federal and state levels and, in some cases, implemented
at the state level, may result in government agencies
demanding discounts from pharmaceutical companies
that may expressly or implicitly create price controls on
prescription drugs. In addition, federal legislation and
regulatory changes have been proposed that have the
potential to limit the ability of pharmaceutical companies
to enforce patent rights. Also, some U.S. lawmakers are
considering proposals to legalize the wholesale importa-
tion of prescription drugs from Canada, a price-controlled
jurisdiction. International operations are also generally
subject to extensive and, in many cases, intensifying price
and market regulations. As a result, we expect that pres-
sures on pharmaceutical pricing will continue.

In April 2002, Lilly ICOS LLC, our joint venture with
ICOS Corporation, received an approvable letter from the
FDA for Cialis. FDA approval is contingent upon success-
ful completion of additional clinical pharmacology studies,
labeling discussions, and routine manufacturing inspec-
tions. We currently plan for FDA approval in the second
half of 2003. See Legal and Environmental Matters for a
discussion of U.S. patent litigation involving Cialis. Cialis
was launched in the European Union in early 2003.

In September 2002, we received an approvable letter
from the FDA for Cymbalta, a dual reuptake inhibitor for
the treatment of depression. Approval is contingent upon
labeling discussions and resolution of the outstanding
manufacturing issues as discussed previously.

On November 26, 2002, the FDA approved Forteo for
the treatment of osteoporosis in postmenopausal women
who are at high risk for a fracture. Forteo was also ap-
proved to increase bone mass in men with primary osteo-
porosis who are at high risk for a fracture. Forteo was of-
ficially launched in December 2002. In December 2002, the
European Committee for Proprietary Medicinal Products
(CPMP) issued a positive opinion for the product under the
proposed European brand name Forsteo®. Following the
CPMP’s positive opinion, the application will be reviewed
by the European Commission (EC), which has authority
to grant marketing authorization for the European Union. 25




Lilly anticipates a decision from the EC in early 2003.

On November 26, 2002, the FDA approved Strattera,
judging it safe and effective for the treatment of attention-
deficit hyperactivity disorder [ADHD] in children, ado-
lescents, and adults. Strattera is the first FDA-approved
treatment for ADHD thzt is not a stimulant under the Con-
trolled Substances Act. Strattera was officially launched in
January 2003.

In the fourth quarter of 2002, we submitted
olanzapine-fluoxetine combination {OFC] to the FDA for
the treatment of bipolar depression and duloxetine for the
treatment of stress urinary incontinence. We also began a
rolling submission in the fourth quarter of 2002 for
Alimta, the first potential approved treatment for malignant
pleural mesothelioma, a rare lung cancer usually associ-
ated with exposure to asbestos. The rolling submission is
expected to be completed in the fall of 2003.

In March 2002, we sold the U.S. marketing rights of the
Darvon® and Darvocet-N® family of pain products to and
entered into a supply agreement with NeoSan Pharmaceu-
ticats [NeoSan), the commercialization business unit of aai-
Pharma, Inc. The purchase price of $211.4 million is being
amortized to revenue over the expected three-year period
in which we will manufacture the products for NeoSan.

In July 2002, we entered into an agreement with Quintiles
whereby Quintiles will support us in commercializing Cym-
balta in the U.S. Quintites will provide, at its expense, more
than 500 sales representatives to supplement our sales force
promoting Cymbalta for 5 years following product launch.
Quintiles is responsible for milestone payments and market-
ing reimbursements due us in stages, most of which were
contingent upon our receipt of an approvable letter from the
FDA (received in September 2002] and upon the launch of the
product. We will pay Quintites 8.25 percent of U.S. Cymbalta
sales for depression and other neuroscience-related indica-
tions over the five-year promotion period and a 3 percent
royalty over the following three years.

In November 2002, we entered into a long-term
agreement with Boehringer Ingetheim GmbH (BI] to jointly
develop and commercialize duloxetine for the treatment
of stress urinary incontinence (SUI) on a worldwide ba-
sis (excluding Japan] and Cymbalta for the treatment of
depression in countries outside the U.S. (excluding Japan).
Under the terms of the agreement, in addition to the upfront
payment, Bl witl make potential milestone payments we
expect to receive during the next several years based upon
successful attainment of certain regulatory approvals for
depression, SUI, and other potential urinary incontinence
indications and other performance criteria. None of these
milestone amounts is expected to be material to any one
reporting period. We will share approximately equally in the
ongoing development and marketing costs with Bl during
the term of the agreement, and we will pay Bl a commission
rate, competitive with other major pharmaceutical product
collaborations, on net sales in the respective territories.

In December 2002, we sold the marketing rights of

26 Sarafem to Galen Holdings PLC (Galen] and entered into

a supply agreement with Galen for the product. We will
amortize the purchase price of $295 million to revenue over
the three-year period in which we will manufacture Sarafem
for Galen. The amortization will begin in 2003 as regulatory
approval for the sale was not received until January 2003.

Financial Expectations for 2003

For the first quarter and full year of 2003, excluding
unusual items, we expect earnings per share to be in the
range of $.57 to $.59 and $2.50 to $2.60, respectively. Qur
financial expectations for 2003 include continued, solid
growth in Zyprexa sales. However, with increasing com-
petitive pressure in the schizophrenia segment, we expect
Zyprexa market share to dip slightly in the near term. We
also expect 2003 gross margins to include an incremental,
ongoing annual cost of approximately $200 million com-
pared with 2002 levels as part of our strategy to ensure
improvements and growth in capacity in our manufacturing
operations. These costs are expected to be partially offset
by a favorable sales mix of higher margin products.

Reported results for 2003 may include significant
unusual charges related to restructuring and asset impair-
ments. As noted above, our financial expectations exclude
any unusual items, such as the potential charges that are
described below.

In December 2002, we initiated a plan for eliminating
approximately 700 positions worldwide in order to stream-
line our infrastructure. The employees affected by the
elimination of these positions will be given the opportunity
to fill open positions and new positions being created within
the company in areas such as sales, manufacturing, and
quality. Each affected employee has until the end of April
to locate another position for which he or she is qualified.
However, the affected employee also has an option to elect
a voluntary severance package. Because we do not yet
know how many employees will choose the voluntary sever-
ance package, we cannot currently estimate the expense
associated with this plan. The expenses associated with this
plan will be recorded during the first quarter of 2003 and
potentially in the second quarter as the costs are incurred.

As part of our ongoing strategic review of our world-
wide manufacturing activities, it is likely that decisions will
be made during the first quarter of 2003 that will result in
the impairment of certain manufacturing assets, primarily
in the U.5. We do not anticipate that this review will result
in any closure of facilities, but certain assets located at
various manufacturing sites could be affected. Depending
on decisions made, costs may be recognized in the first
quarter of 2003.

Actual results could differ materially and will depend
on, among other things, the continuing growth of our cur-
rently marketed products; developments with competitive
products; the timing and scope of regulatory approvals,
including the necessary FDA approvals of manufactur-
ing operations in connection with pending NDAs; possible
regulatory actions regarding cGMP compliance, including
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fines or penalties; the timing and success of new-product
launches; foreign exchange rates; and the impact of state,
federal, and foreign government pricing and reimburse-
ment measures. We undertake no duty to update these
forward-looking statements.

Legal and Envirenmental Matters

In February 2001, we were notified that Zenith Goldline
Pharmaceuticals, Inc. [Zenith}, had submitted an abbreviated
new drug application [ANDA) seeking permission to mar-
ket a generic version of Zyprexa in various dosage forms
several years prior to the expiration of our U.S. patents for
the product. Zenith alleges that our patents are invalid or
not infringed. On April 2, 2001, we filed suit against Zenith
in federal district court in Indianapolis seeking a ruling that
Zenith's challenge to the U.S. compound patent {expiring in
2011} is without merit. In May 2001, we were notified that Dr.
Reddy’s Laboratories, Ltd. (Reddy], had also filed an ANDA
covering two dosage forms, alleging that the patents are
invalid or not infringed. On June 26, 2001, we filed a similar
patent infringement suit against Reddy in federal district
courtin Indianapolis. Thereafter, we were notified that
Reddy had filed an ANDA for additional dosage forms, and
in February 2002, we filed an infringement suit in the same
court based on Reddy’s additional ANDA. We received notice
in August 2002 of a similar ANDA filing by Teva Pharmaceu-
ticals, and in September 2002, we filed suit against Teva in
the same court. The cases have been consolidated and are
in the discovery stage. We currently expect a trial date to
be scheduled for the fourth quarter of 2003. We believe that
the generic manufacturers’ patent claims are without merit
and we expect to prevail in this litigation. However, it is not
possible to predict or determine the outcome of this titiga-
tion and, accordingly, we can provide no assurance that we
will prevail. An unfavorable outcome could have a material
adverse impact on our consolidated results of operations,
liquidity, and financial position.

In October 2002, we were notified that Barr Laborate-
ries, Inc. (Barr), had submitted an ANDA with the U.S. FDA
seeking permission to market a generic version of Evista
several years prior to the expiration of our U.S. patents
covering the product, alleging that the patents are invalid
or not infringed. On November 26, 2002, we filed suit
against Barr in federal district court in Indianapolis seek-
ing a ruling that Barr’s challenge to our patents claiming
the method of use and pharmaceutical form (expiring
from 2012 to 2017) are without merit. While we believe that
Barr’s claims are without merit and expect to prevail, it
is not possible to predict or determine the outcome of the
litigation. Therefore, we can provide no assurance that we
will prevail. An unfavorable outcome could have a material
adverse impact on our consolidated results of operations,
liguidity, and financial position.

In October 2002, Pfizer Inc. (Pfizer]), filed a lawsuit in
the United States District Court in Delaware against us,
Litly ICOS LLC, and ICOS Corporation alleging that the pro-

posed marketing of Cialis for erectile dysfunction would
infringe its newly issued method-of-use patent. Previous-
ly, Pfizer's European method-of-use patent was held inval-
id in the European Patent Office and the U.K. counterpart
to this patent was held invalid by the U.K. Court of Appeal.
The case is in the preliminary stages. We intend to vigor-
ously defend this lawsuit and expect to prevail. However, it
is not possible to predict or determine the outcome of this
litigation and, therefore, we can provide no assurance that
we will prevail.

We are a defendant in numerous product liability suits
involving primarily diethylstilbestrol {DES) and thimerosal.
See Note 13 to the consolidated financial statements for
further information on those matters.

Our worldwide operations are subject to complex
and changing environmental and health and safety laws
and regulations, which will continue to require capital
investment and operational expenses. We have also been
designated a potentially responsible party with respect to
fewer than 10 sites under the federal environmental law
commonly known as Superfund. For more information on
those matters, see Note 13 to the consolidated financial
statements.

While it is not possible to predict or determine the out-
come of the patent, product liability, or other legal actions
brought against us or the ultimate cost of environmental
matters, we believe that, except as noted above with re-
spect to the Zyprexa and Evista patent litigation, the costs
associated with all such matters will not have a material
adverse effect on our consolidated financial position or
liquidity but could possibly be material to the consolidated
results of operations in any one accounting period.

Private Securities Litigation Reform Act of 1995=—
A Caution Concerning Forward-Looking Statements

Under the safe harbor provisions of the Private Secu-
rities Litigation Reform Act of 1995, we caution investors
that any forward-looking statements or projections made
by us, including those made in this document, are based on
management’s expectations at the time they are made, but
they are subject to risks and uncertainties that may cause
actual results to differ materially from those projected.
Economic, competitive, governmental, technological, and
other factors that may affect our operations and prospects
are discussed above and in Exhibit 99 to our most recent
report on Forms 10-Q and 10-K filed with the Securities
and Exchange Commission.
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Eli Lilly and Company and Subsidiaries

(Dollars in millions) Year Ended December 31 2002 2001 2000
Cash Flows From Operating Activities
Net INCOME .« ottt e e $2,707.9 $2,780.0 $3,057.8
Adjustments To Reconcile Net Income to Cash Flows
From Operating Activities
Depreciation and amortization .............. ... .. ... .. 493.0 454.9 435.8
Changeindeferredtaxes .......... ... i, 346.5 273.8 [442.7)
Gain on sale of Kinetra, netoftax .......................... - — [214.4)
Acquired in-process research and development, net of tax ... .. 54.6 123.8 -
Asset impairment and other site charges, netoftax ........... - 78.9 -
Other net ... 10.8 27.6 117.3
3,612.8 3,739.0 2,953.8
Changes in operating assets and liabilities
Receivables—lincrease) decrease ....................... [321.1) 167.5 [165.4]
Inventories—{increasel decrease ........ ... ... ... ..., (285.1) (184.2] 9.8
Other assets—inCrease ...............vuuiiurininninnn. (667.4) [81.1) {210.5)
Accounts payable and other liabilities—
increase [decrease) . ... ... ... (268.5] 20.4 1,143.8
(1,542.1) (77.4) 777.7
Net Cash Provided by Operating Activities ................. ... 2,070.7 3,661.6 3,731.5
Cash Flows From Investing Activities
Purchase of property and equipment .......................... (1,130.9) (884.0) [677.9)
Disposals of property and equipment ........... ... . ... ... 36.8 31.6 5.1
Net change in short-term investments ........................ [651.8) [520.3) [337.7)
Proceeds from sales and maturities of noncurrent
INVEStMENtS . e 4,777.9 3,708.7 803.1
Purchase of noncurrent investments .. ............ .. .. ... .... (5,190.3) (5,931.1) (714.7)
Purchase of in-process research and development ............. (84.0] (159.6) -
Other Nt . (232.1) (210.1) (134.4)
Net Cash Used in Investing Activities ......................... (2,474.4) (3,964.8] (1,056.5]
Cash Flows From Financing Activities
Dividends paid .. ..o (1,335.8] (1,207.2) (1,126.0)
Purchase of common stock and other capital transactions ... .... (385.2) (545.7) (1,052.8)
Issuancesunderstockplans .......... ... ... o i 64.6 109.5 178.4
Net change in short-term borrowings ......................... (18.0) 102.0 [203.0)
Proceeds from issuance of long-termdebt ....... ... ... ...... 1,259.6 901.3 1.1
Repayments of long-termdebt .................. .. ... ... .... (7.2) [408.6) (27.2)
Net Cash Used for Financing Activities ................. .. .. .. [422.0) (1,048.7) (2,229.5)
Effect of exchange rate changesoncash ...................... 69.3 (60.7] (31.0)
Netincrease {(decrease) in cash and cash equivalents ........... (756.4) (1,412.6) 4145
Cash and cash equivalents at beginning of year ............. ..., 2,702.3 41149 3,700.4
Cash and cash equivalentsatend ofyear ..................... $ 1,945.9 $2,702.3 $ 41149

See notes to consolidated financial statements.
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Consolidated Statements of Comprehensive Income

Eli Litlly and Company and Subsidiaries

(Bollars in millions) Year Ended December 31 2002 2001 2000
Net INCOMeE oo $2,707.9 $2,780.0 $3,057.8
Other comprehensive income (loss)

Foreign currency translation adjustments .................. 273.6 (83.8) (170.7)

Net unrealized gains (losses) on securities .................. (67.4) 477 (20.5]

Minimum pension liability adjustment . ................... .. (4.6) [95.6) (33.4)

Effective portion of cash flowhedges ....................... (217.9) (42.0) —
Other comprehensive loss before income taxes ................. 16.3) 173.7) [224.8)
Provision for income taxes related to other

comprehensive lossitems ....... ... ... 93.9 36.5 20.0
Other comprehensive gain (loss) (Note 14] ... .. ... ......... 77.6 (137.2) (204.8)
Comprehensive iNCOME .. ... .. e $2,785.5 $2,642.8 $2,853.0

See notes to consolidated financial statements.
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Etli Lilly and Company and Subsidiaries
{Dollars in millions)

We operate in one significant business segment—pharmaceutical products. Operations of the animal health business
segment are not material and share many of the same economic and operating characteristics as pharmaceutical prod-
ucts. Therefore, they are included with pharmaceutical products for purposes of segment reporting.

Year Ended December 31 2002 2001 2000
Net sales—to unaffiliated customers
NeUr0SCIBNCES .\ttt e e e e $ 4,668.3 $ 5328.2 $ 5.157.6
Endocrinology .. ..o 3,444.6 3,1035 2,583.5
Oncology oot 893.1 739.1 580.5
Animalhealth .. ... .. . 693.1 686.1 668.5
Cardiovascular ... ... .. i e 624.9 593.4 587.9
Anti-infectives .. ... ... 577.4 749.5 894.3
Other pharmaceutical ......... . ... ... . . . L 176.1 342.7 389.9
NEt SAlES .o\ttt $11,077.5 $11,542.5 $10,862.2
Geographic Information
Net sales—to unaffiliated customers'
United States . ... .. $ 6,536.1 $ 73643 $ 7.002.9
Western Europe ... 2,155.4 1,953.1 1,773.9
Other foreign countries ......... .. . . i, 2,386.0 2,225.1 2,085.4
$11,077.5 $11,542.5 $10,862.2
Long-lived assets
United States . ... e $ 4,725.1 $ 4,015.4 $ 3,621.0
Western EUrOpe . ... oo e 997.1 767.9 735.3
Other foreign countries ......... ... i, 673.3 519.6 472.1
$ 6,395.5 $ 5,302.9 $ 4,828.4

'Net sales are attributed to the countries based on the location of the customer.

The largest category of products is the neurosciences group, which includes Zyprexa, Prozac, Permax®, and Strat-
tera. Endocrinology products consist primarily of Humulin, Humalog, Actos, Evista, Forteo, and Humatrope®. Oncology
products consist primarily of Gemzar. Animal health products include Tylan®, Rumensin®, Micotil®, Surmax®, Coban®,
and other products for livestock and poultry. Cardiovascular products consist primarily of ReoPro, Xigris, and Dobu-
trex®. Anti-infectives include primarily Ceclor®, Vancocin®, and Keflex. The other pharmaceutical product group includes
primarily Axid® and other miscellaneous pharmaceutical products and services.

Maost of the pharmaceutical products are distributed through wholesalers that serve pharmacies, physicians and other
health care professionals, and hospitals. In 2002, our three largest wholesalers each accounted for between 16 percent
and 17 percent of consolidated net sales. Further, they each accounted for between 12 percent and 14 percent of accounts
receivable as of December 31, 2002. Animal health products are sold primarily to wholesale distributors.

Our business segments are distinguished by the ultimate end user of the product: humans or animals. Performance
is evaluated based on profit or loss from operations before income taxes. The accounting policies of the individual seg-
ments are substantially the same as those described in the summary of significant accounting policies in Note 1 to the
consolidated financial statements. Income before taxes for the animal health business was approximately $221 million,
$204 million, and $180 million in 2002, 2001, and 2000, respectively.

The assets of the animal health business are intermixed with those of the pharmaceutical products business and
are not separately determinable. Long-lived assets disclosed above consist of property and equipment and certain
sundry assets.

We are exposed to the risk of changes in social, political, and economic conditions inherent in foreign operations,
and our results of operations and the value of our foreign assets are affected by fluctuations in foreign currency ex-
change rates.
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Selected Quarterly Data (unaudited]

Eli Lilly and Company and Subsidiaries
[Doltars in millions, except per-share data)

2002 Fourth Third Second First
| Netsales ... ... .. .. $2,955.6 $2,785.6 $2,775.2 $2,561.1

Costofsales ... .. . . i i 567.8 553.7 524.9 530.1
Operating expenses ............ .ot 1,495.1 1,337.4 1,460.7 1,280.1
Acquired in-process research and development ...... ... — 84.0 — —
Other inCome—net ............oeeiirriiii i, (51.3) (52.3] [54.6) (55.8]
Income before incometaxes ....... ... ... Ll 944.0 862.8 B44.2 806.7
Netincome ... ... 736.3 683.9 658.5 629.2
Earnings per share—basic ............. ... ...... ... .68 .64 .61 .58
Earnings per share—diluted ................ ... ...... .68 63 .61 .58
Dividends paid pershare ....... ... ... ... ... ... ... ... .37 31 31 .31
Commaon stock closing prices

High oo 69.00 61.84 78.34 80.28

oW 55.14 4791 56.1 72.49
2001 Fourth Third Second First
Netsales ... . . . $2,828.9 $2,874.4 $3,033.5 $2,805.7
Costofsales ... ... ... i 566.7 549.0 522.2 522.3
Operating expenses ......... it 1,672.6 1,431.9 1,663.6 1,284.4
Acquired in-process research and development ......... 100.0 90.5 - -
Asset impairment and other site charges ............... — 121.4 - —
Otherincome—net ...... ... i, [51.7) 133.7) [13.4) (35.4]
Income before income taxes and extraordinary item ...... 741.3 715.3 1,061.1 1.034.4
Netincome ....... ... i 575.41 570.11 827.7 806.8
Earnings per share—basic .......... ... ... ... .. ..., .53 .53 g7 .75
Earrﬁngs per share—diluted ................ ... .. .... .53 .52 76 VA
Dividends paidpershare ........... ... ... .......... .28 .28 .28 .28
Common stock closing prices

High oo 83.40 83.37 87.47 90.23

oW 74.73 73.65 73.15 71.83

Our common stock is listed on the New York, London, Tokyo, and other stock exchanges.

‘Extraordinary charges of $12.8 miltion and $16.6 million, net of a $6.8 mitlion and $9.0 million income tax benefit, were
recognized as a result of debt repurchased during the fourth quarter and third quarter of 2001, respectively.
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Eli Lilly and Company and Subsidiaries

[Dollars in millions, except per-share datal 2002 2001 2000 1999 1998
Operations
Netsales . ... .o $11,077.5 $11,5425 $10,862.2 $10,002.9 $ 9.236.8
Research and development .............. ... ......... 2,149.3 2.235.1 2,018.5 1,783.6 1,738.9
Other costs and expenses ... 5,470.5 5,755.3 4,985.0 49739 4,832.9
Income from continuing operations before taxes
and extraordinaryitem ....... ... .. ... ... 3,457.7 3,552.1 3,858.7 3,245.4 2,665.0
Income taxes ... ... . 74%9.8 7427 800.9 698.7 568.7
Income from:
Continuing operations before extraordinary item ...... 2,707.9 2,809.4 3,057.8 2,546.7 2,096.3
Discontinued operations .......... ... ... ... ... ... - - - 174.3 8.8
Netincome ... .. 2,707.9 2,780.07 3,057.8 2,721.0 2,097.92
Income from continuing operations before
extraordinary item as a percentofsales ............. 24.6% 24.3% 28.2% 25.5% 22.7%
Per-share data—diluted:
Income from:
Continuing operations before extraordinaryitem ... $ 250 $ 258 $ 279 $ 230 $ 1.87
Discontinued operations . ........... ... .. ... ... — ~ — A6 .01
Netincome ....... ... .. ... . .. 2.50 2.552 2.79 2.46 1.87?
Dividends declared pershare . .......... ... .. ... ..... 1.27 1.15 1.06 .95 .83
Weighted-average number of shares outstanding—
diluted lthousands) ........... ... ... ... ... ..., 1,085,088 1,090,793 1,097,725 1,106,055 1,121,486
Financial Position
Current @ssets .. ... o i $ 7,804.1 $ 69389 $ 79430 $ 70555 $ 54068
Current liabilities .. ... ... . 5,063.5 5,203.0 4,960.7 3,935.4 4,607.2
Property and equipment—net ........ .. ... ... . o 5,293.0 4,532.4 4,176.6 3,981.5 4,096.3
Totalassets ... . i 19,042.0 16,434.1 14,690.8 12,8252  12,595.5
Long-termdebt ....... .. ... 4,358.2 3,132.1 2,633.7 2,811.9 2,185.5
Shareholders' equity .. ... ... ... .. . . . 8,273.6 7,104.0 6,046.9 5.013.0 4429.6
Supplementary Data’
Return on shareholders' equity ....................... 35.2% 42.7% 55.3% 53.9% 46.2%
Returnonassets ........ .. it 15.2% 18.0% 22.9% 21.3% 17.0%
Capital expenditures . ............. ... ... iiiii... $11309 $ 8840 $ 6779 § 5283 $ 4199
Depreciation and amortization . ....................... 493.0 454.9 435.8 439.7 490.4
Effectivetaxrate ... ... ... . 21.7% 20.9% 20.8% 21.5% 21.3%
Numberofemployees .......... ... ... ... ... .. 43,700 41,100 35,700 31,300 29,800
Number of shareholdersofrecord .................... 56,200 57,700 59,200 62,300 62,300

'All supplementary financial data have been computed using income from continuing operations except for capitat
expenditures and depreciation and amortization, which include amounts from discontinued operations. The number of
employees reflects continuing operations, including controlled joint ventures.

2 Reflects the impact of an extraordinary item in 2001 (see Note 6] and 1998.




Notes to Consolidated Financial Statements

Eli Litly and Company and Subsidiaries
[Dotlars in millions, except per-share data)

Note 1: Summary of Significant Accounting Policies

Basis of presentation: The accounts of all wholly owned and majority-owned subsidiaries are included in the consoli-
dated financial statements. Where our ownership of consolidated subsidiaries is less than 100 percent, the outside
shareholders’ interests are reflected in other noncurrent liabilities. All intercompany balances and transactions have
been eliminated.

The preparation of financial statements in conformity with generally accepted accounting principles requires man-
agement to make estimates and assumptions that affect the reported amounts of assets, liabilities, revenues, expenses,
and related disclosures at the date of the financial statements and during the reporting period. Actual results could dif-
fer from those estimates.

All per-share amounts, unless otherwise noted in the footnotes, are presented on a diluted basis, that is, based on
the weighted-average number of outstanding common shares and the effect of all potentially dilutive common shares
[primarily unexercised stock options).

Cash equivalents: We consider all highly liquid investments, generally with a maturity of three months or less, to
be cash equivalents. The cost of these investments approximates fair value. If items meeting this definition are part of a
larger investment pool, they are classified consistent with the classification of the pool.

Inventories: We state all inventories at the lower of cost or market. We use the last-in, first-out (LIFO) method for
substantially all our inventories located in the continental United States, or approximately 45 percent of our total inven-
tories. Other inventories are valued by the first-in, first-out [FIFO) method. Inventories at December 31 consisted of the
following:

2002 2001
Finished products . ...... ... ... . i, $ 4829 $ 3151
WOrK in ProCess ... o 816.3 489.6
Raw materials and supplies ......... . ... ... ... 242.7 264.9
1,541.9 1,069.6
Reductionto LIFO cost . ...t e (46.5) (9.4)
$1,495.4 $1,060.2

Investments: Substantially all debt and marketable equity securities are classified as available-for-sale. Available-
for-sale securities are carried at fair value withthe unrealized gains and losses, net of tax, reported in other compre-
hensive income. Unrealized losses considered to be other than temporary are recognized in earnings currently. Factors
we consider in making this evaluation include company-specific drivers of the decrease in stock price, status of projects
in development, near-term prospects of the issuer, the length of time the value has been depressed, and the financial
condition of the industry. Realized gains and losses on sales of available-for-sale securities are computed based upon
initial cost adjusted for any other-than-temporary declines in fair value. Investments in companies over which we have
significant influence but not a controlling interest are accounted for using the equity method with our share of earnings
or losses reported in other income. We own no investments that are considered to be trading securities.

Derivative financial instruments: Our derivative activities are initiated within the guidelines of documented corpo-
rate risk-management policies and do not create additional risk because gains and losses on derivative contracts offset
losses and gains on the assets, liabilities, and transactions being hedged. As derivative contracts are initiated, we desig-
nate the instruments individually as either a fair value hedge or a cash flow hedge. Management reviews the correlation
and effectiveness of our derivatives on a quarterly basis.

For derivative contracts that are designated and qualify as fair value hedges, the derivative instrument is marked to
market with gains and losses recognized currently in income to offset the respective losses and gains recognized on the
underlying exposure. For derivative contracts that are designated and qualify as cash flow hedges, the effective portion
of gains and losses on these contracts is reported as a component of other comprehensive income and reclassified into
earnings in the same period the hedged transaction affects earnings. Hedge ineffectiveness is immediately recognized
in earnings. Derivative contracts that are not designated as hedging instruments are recorded at fair value with the gain
or loss recognized in current earnings during the period of change.

We enter into foreign currency forward and option contracts to reduce the effect of fluctuating currency exchange
rates (principally the Japanese yen and the euro). Generally, foreign currency derivatives used for hedging are put in
place using the same or like currencies and duration as the underlying exposures. Forward contracts are principally
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used to manage exposures arising from subsidiary trade and loan payables and receivables denominated in foreign cur-
rency. These contracts are recorded at fair value with the gain or loss recognized in current earnings. The purchased
option contracts are used to hedge anticipated foreign currency transactions, primarily intercompany inventory activities
expected to occur within the next year. These contracts are designated as cash flow hedges of those future transac-
tions and the impact on earnings is included in cost of sales. We may enter into foreign currency forward contracts and
currency swaps as fair value hedges of firm commitments. Forward and option contracts generally have maturities not
exceeding 12 months.

In the normal course of business, our operations are exposed to fluctuations in interest rates. These fluctuations
can vary the costs of financing, investing, and operating. We address a portion of these risks through a controlled pro-
gram of risk management that includes the use of derivative financial instruments. The objective of controlling these
risks is to limit the impact of fluctuations in interest rates on earnings. Our primary interest rate risk exposure results
from changes in short-term U.S. dollar interest rates. In an effort to manage interest rate exposures, we strive to
achieve an acceptable balance between fixed and floating rate debt and investment positions and may enter into inter-
est rate swaps or collars to help maintain that balance. Interest rate swaps or collars that convert our fixed rate debt or
investments to a floating rate are designated as fair value hedges of the underlying instruments. Interest rate swaps or
collars that convert floating rate debt or investments to a fixed rate are designated as cash flow hedges. Interest ex-
pense on the debt is adjusted to include the payments made or received under the swap agreements.

Goodwill and other intangibles: Other intangibles with finite lives arising from acquisitions and research alliances
are amortized over their estimated useful lives, ranging from 5-10 years, using the straight-line method. Beginning with
our adoption of Statement of Financial Accounting Standards [SFAS) 142 [Note 2] on January 1, 2002, goodwill is no lon-
ger amortized. Goodwill and other intangibles are reviewed to assess recoverability at least annually and when certain
impairment indicators are present. Unamortized goodwill and other intangibtes with finite lives were $94.7 million and
$93.1 million, respectively, at December 31, 2002 and 2001, and were included in sundry assets in the consolidated bal-
ance sheets. We currently have no intangible assets with indefinite lives. No material impairments have occurred with
respect to the carrying value of our goodwill or other intangible assets in 2002, 2001, or 2000. Amortization of goodwill
in 2001 and 2000 was negligible for both periods.

Property and equipment: Property and equipment is stated on the basis of cost. Provisions for depreciation of build-
ings and equipment are computed generally by the straight-line method at rates based on their estimated useful lives
(generally 12 to 50 years for buildings and 3 to 18 years for equipment].

At December 31, property and equipment consisted of the following:

2002 2001

Land . $ 111.0 $ 998
Buildings ... 2,871.7 2,593.1
Equipment ... 5,148.4 4,776.8
Constructioninprogress . ... ... .. 1,415.0 945.7
9,546.1 8,415.4

Less allowances for depreciation ........... ... ... ... .. ..., 4,253.1 3,883.0
$5,293.0 $4,532.4

Depreciation expense for 2002, 2001, and 2000 was $437.8 million, $414.9 million, and $393.5 million, respectively.
Approximately $60.3 million, $61.5 miltion, and $43.1 million of interest costs were capitalized as part of property and
equipment in 2002, 2001, and 2000, respectively. Total rental expense for all leases, including contingent rentals (not
material), amounted to approximately $240.8 million, $207.1 million, and $172.3 million for 2002, 2001, and 2000, re-
spectively. Capital leases included in property and equipment in the consolidated balance sheets, capital lease obliga-
tions entered into, and future minimum rental commitments are not material.

Revenue recognition: We recognize revenue from sales of products at the time title of goods passes to the buyer and
the buyer assumes the risks and rewards of ownership. This is generally at the time products are shipped to the custom-
er. Provisions for discounts and rebates to customers are established in the same period the related sales are recorded
and are included in other current liabilities. Revenue from copromotion services (primarily Actos) is based upon net sales
reported by our copromotion partner and, if applicable, the number of sales calls we perform. We immediately recognize
the full amount of milestone payments due us upon the achievement of the milestone event if the event is substantive,
objectively determinable, and represents an important point in the development life cycle of the pharmaceutical product.
Milestone payments earned by us are generally recorded in other income—net. Initial fees we receive from the partner-
ing of our compounds under development are amortized through the expected product approval date. Initial fees received
from out-licensing agreements that include both the sale of marketing rights to our commercialized products and a
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Research and development: We recognize as incurred the cost of directly acquiring assets to be used in the re-
search and development process that have not yet received regulatory approval for marketing and for which no alter-
native future use has been identified. We generally recognize licensing milestone expense when the event requiring
payment of the milestone occurs.

Income taxes: Deferred taxes are recognized for the future tax effects of temporary differences between financial
and income tax reporting based on enacted tax laws and rates. Federal income taxes are provided on the portion of the
income of foreign subsidiaries that is expected to be remitted to the United States and be taxable.

Earnings per share: We calculate basic earnings per share based on the weighted-average number of outstanding
common shares and incremental shares. We calculate diluted earnings per share based on the weighted-average num-
ber of outstanding common shares plus the effect of dilutive stock options and cther incremental shares,

Stock-based compensation: As discussed further in Note 7, we have elected to follow Accounting Principles Board
[APBI] Opinion 25, Accounting for Stock Issued to Employees, and related interpretations in accounting for our stock
options and performance awards. Under APB 25, because the exercise price of our employee stock options equals the
market price of the underlying stock on the date of grant, no compensation expense is recognized. However, SFAS 123,
Accounting for Stock-Based Compensation, as amended by SFAS 148, Accounting for Stock-Based Compensation-
Transition and Disclosure, requires us to present pro forma information as if we had accounted for our employee stock
options and performance awards under the fair value method of that statement. For purposes of pro forma disclosure,
the estimated fair value of the options and performance awards at the date of the grant is amortized to expense over the
vesting period. The following table illustrates the effect on net income and earnings per share if we had applied the fair
value recognition provisions of SFAS 123 to stock-based employee compensation.

2002 2001 2000

Netincome, asreported ... ... ... iuiiiiiinaiii .. $2,707.9 $2,780.0 $3,057.8

Add: Compensation expense for stock-based

performance awards included in reported net income,

net of relatedtaxeffects ...... ... .. ... ... .. — 5.5 51.0
Deduct: Total stock-based employee compensation

expense determined under fair-value-based method

for all awards, net of related tax effects . ........ ... ... ..... (322.1) (215.9) (139.5)
Proformanetincome . ... $2,385.8 $2,569.6 $2,969.3
Earnings per share:

Basic,asreported ...... .. ... i $2.51 $2.58 $2.83

Basic, proforma . ... ... . . e $2.22 $2.38 $2.75

Diluted,asreported ............. ... . $2.50 $2.55 $2.79

Diluted, proforma ... .. ... . . . . . $2.20 $2.36 $2.70

Note 2: Implementation of New Financial Accounting Pronouncements

In 2001, the Financial Accounting Standards Board [FASB] issued SFAS 142, Goodwill and Other Intangible Assets. SFAS
142 applies to all acquired intangible assets. It requires that goodwill and other identifiable intangible assets with an in-
definite useful life not be amortized but instead be tested for impairment at least annually. Identifiable intangible assets
are amortized when their useful life is determined to no longer be indefinite. The adoption of this statement on January
1, 2002, did not have a material impact on our consolidated financial position or results of operations.

In 2007, the FASB issued SFAS 143, Accounting for Asset Retirement Obligations. SFAS 143 requires companies to
record the fair value of a liability for an asset retirement obligation in the period in which itis incurred, which is adjusted
to its present value each subsequent period. In addition, companies must capitalize a corresponding amount by increas-
ing the carrying amount of the related long-lived asset, which is depreciated over the useful life of the related long-lived
asset. We will adopt SFAS 143 effective as of January 1, 2003, and do not expect that this statement will have a material
impact on our consolidated financial position or results of operations.

In 2001, the FASB issued SFAS 144, Accounting for the Impairment or Disposal of Long-Lived Assets. SFAS 144 pro-
vides additional restrictive criteria that are required to be met to classify an asset as held-for-sale. This statement also
requires expected future operating losses from discontinued operations to be recorded in the period in which the losses
are incurred [rather than as of the date management commits to a formal plan to dispose of a segment as previously
required). In addition, more dispositions will qualify for discontinued operations treatment in the income statement. We 35
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adopted SFAS 144 effective January 1, 2002, and any future impairments or disposals of long-lived assets will be subject
to this statement.

In 2002, the FASB issued SFAS 145, Rescission of FASB Statements No. 4, 44, and 64, Amendment of FASB State-
ment No. 13, and Technical Corrections. SFAS 145 eliminates the classification of debt extinguishments as extraordinary
items. We will adopt this statement effective January 1, 2003, and our extraordinary item resulting from debt extinguish-
ments in 2001 will be reclassified as interest expense. The adoption of this statement will have no impact on our net
results of operations.

In 2002, the FASB issued SFAS 146, Accounting for Costs Associated with Exit or Disposal Activities. SFAS 146
requires that a liability for a cost associated with an exit or disposal activity be recognized when the liability is incurred.
Severance pay under SFAS 146, in many cases, would be recognized over the remaining service period rather than at the
time the plan is communicated. The provisions of SFAS 146 are effective for exit or disposal activities that are initiated
after December 31, 2002. We will adopt SFAS 146 for any actions initiated after January 1, 2003, and any future exit costs
or disposal activities will be subject to this statement.

In 2002, the FASB issued FASB Interpretation [FIN] 45, Guarantor’s Accounting and Disclosure Requirements for
Guarantees, Including Indirect Guarantees of Indebtedness of Others. FIN 45 requires an issuer of a guarantee to rec-
ognize an initial Liability for the fair value of the obligations covered by the guarantee. FIN 45 also addresses the disclo-
sures required by a guarantor in interim and annual financial statements regarding obligations under guarantees. We
will adopt the requirement for recognition of the liability for the fair value of guaranteed obligations prospectively for
guarantees entered into after January 1, 2003. We adopted the disclosure provisions as of December 31, 2002.

In 2003, the FASB issued FIN 46, Consolidation of Variable Interest Entities. FIN 46 defines a variable interest entity
(VIE) as a corporation, partnership, trust, ar any other legal structure that does not have equity investaors with a control-
ling financiat interest or has equity investors that do not provide sufficient financial resources for the entity to support
its activities. FIN 46 requires consolidation of a VIE by the primary beneficiary of the assets, liabilities, and results of
activities effective in 2003. FIN 46 also requires certain disclosures by all holders of a significant variable interestin a
VIE that are not the primary beneficiary. We do not have any material investments in variable interest entities; therefore,
the adoption of this interpretation will have no impact on our consolidated financial position or results of operations.

Note 3: Collaboratiens and Dispositions

In September 2002, we entered into a collaboration arrangement with Amylin Pharmaceuticals, Inc. [Amylin], to jointly
develop and commercialize Amylin's synthetic exendin-4 compound, a potential new treatment for type 2 diabetes. In
2001, we entered into collaboration arrangements with three companies. In August, we licensed from Isis Pharmaceu-
ticals, Inc. [Isis), a non-small-cell lung cancer drug candidate and entered into an agreement regarding an ongoing re-
search collaboration. In September, we entered into a collaboration with Bioprojet, Société Civile de Recherche, to jointly
develop and commercialize a vasopeptidase inhibitor (fasidotril) for hypertension and chronic heart failure. In October,
we entered into a collaboration with Minnesota Mining and Manufacturing Company to jointly develop and commercial-
ize an immune response modifier {resiquimod] for various forms of herpes. The ongoing activity with respect to each of
these agreements is not material to our research and development expenses.

These compounds are in the development phase (late Phase Il / early Phase Il clinical trials) and no alternative
future uses were identified. As with many late Phase |l / early Phase lll compounds, launch of the products, if approved,
was not expected in the near term. Our charge for acquired in-process research and development expense related to
these arrangements totaled $84.0 million and $190.5 million in 2002 and 2001, respectively.

In conjunction with the collaboration arrangements with Amylin and Isis, we also entered into loan agreements with
both parties. Following the successful completion of the ongoing clinical trials and contingent upon certain other events,
we have agreed to loan Amylin up to $110 million during the development period of the product, repayable in cash or
Amylin stock at our option. As of December 31, 2002, no loans to Amylin were outstanding. We have also agreed to loan
Isis $100 million over the four-year term of the research agreement. The Isis loan is repayable at the end of the research
agreement term in cash or Isis stock, at Isis’s option, using a conversion price of $40 per share. As of December 31,
2002, $47.5 million had been advanced to Isis pursuant to the terms of this agreement.

During the first quarter of 2000, we sold our interest in Kinetra LLC, a joint venture between us and EDS, to WebMD
Corporation (WebMD) in exchange for shares of WebMD comman stock. A gain of $214.4 million was recognized on the
combined effect of the transaction and the subsequent sale of the majority of those shares of WebMD stock. The gain is
included in other income in the consolidated statements of income.




Note 4: Asset Impairment and Other Site Charges

We periodically assess our worldwide manufacturing capacity to maximize the efficiency of our worldwide manufactur-
ing operations. As a result of this strategic review, we recognized asset impairment and other site charges totaling $121.4
million in the third quarter of 2001. The charges principally consist of impairments of facilities and equipment that were
substantially disposed of in 2002, termination of third-party manufacturing arrangements, and a plant closure in Taiwan.
The impairment charges were necessary to adjust the carrying value of certain manufacturing assets to fair value. The
fair value of the assets was estimated based upon anticipated future cash flows, discounted at a rate commensurate with
the risk involved. Approximately $18 million of this charge was for severance-related costs, which were fully expended
during 2002.

Note 5: Financial Instruments and Investments

Financial instruments that potentially subject us to credit risk consist principally of trade receivables and interest-
bearing investments. Wholesale distributors of life-sciences products and managed care organizations account for a
substantial portion of trade receivables; collateral is generally not required. The risk associated with this concentra-
tion is mitigated by our ongoing credit review procedures. We place substantially all our interest-bearing investments
with major financial institutions, in U.S. government securities, or with top-rated corporate issuers. In accordance with
documented corporate policies, we limit the amount of credit exposure to any one financial institution. We are exposed
to credit-related losses in the event of nonperformance by counterparties to financial instruments but do not expect any
counterparties to fail to meet their obligations given their high credit ratings.

Fair Value of Financial Instruments
A summary of our outstanding financial instruments and other investments at December 31 follows:

2002 2001
Carrying Amount Fair Value Carrying Amount Fair Value
Short-term investments
Debtsecurities .. ... ... . . ... $1,708.8 $1,708.8 $1,028.7 $1,028.7
Noncurrent investments
Marketable equity ....... .. ... ... ... . .. .l $ 859 $ 859 $ 179.4 $ 179.6
Debt securities ....... ... e 2,458.6 2,458.6 1,983.7 1,984.1
Equity method and otherinvestments . ................. 605.9 N/A 547.6 N/A
$ 3,150.4 $2,710.9
Long-term debt, including current portion ................ $4,643.6 $4,886.7 $3,144.3 $3,258.1

We determine fair values based on quoted market values where available or discounted cash flow analyses [princi-
pally long-term debt]. The fair value of equity method investments is not readily available and disclosure is not required.
The fair value and carrying amount of risk-management instruments in the aggregate were not material at December 31,
2002 and 2001. Approximately $3.1 billion of our investments in debt securities mature within five years.

A summary of the unrealized gains and losses {pretax] of our available-for-sale securities in other comprehensive
income at December 31 follows:

2002 2001
Unrealized gross gains .. ..ot $77.4 $65.6
Unrealizedgrosslosses ............ ... . oot 87.7 8.5

The net adjustment to unrealized gains and losses (net of tax) on available-for-sale securities increased (decreased)
other comprehensive income by [$45.0) million, $34.3 million, and ($12.3) million in 2002, 2001, and 2000, respectively.
Activity related to our available-for-sale investment portfolio was as follows:

2002 2001 2000
Proceeds fromsales ..., $3,724.2 $1,826.3 $773.8
Realized gross gainsonsales ......................... 57.0 14.1 71.6
Realized gross lossesonsales .................. ... ... 35.2 0.1 16.5
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During the years ended December 31, 2002 and 2001, net losses related to ineffectiveness and net losses related to the
portion of fair value and cash flow hedging instruments excluded from the assessment of effectiveness were not material.

We expect to reclassify approximately $44.7 million of pretax net losses on cash flow hedges of anticipated foreign
currency transactions and the variability in expected future interest payments on floating rate debt, from accumulated
other comprehensive loss to earnings during 2003. This assumes that short-term interest rates remain unchanged from
the prevailing rates at December 31, 2002.

Note 6: Borrowings

Long-term debt at December 31 consisted of the following:

2002 2001
6.00 to 7.13 percent notes (due 2012-2036) ..................... $1,287.4 $ 787.4
5.50 to 8.38 percent nctes [due 2003-2006) .................... 711.4 711.4
Floating rate bonds (due 2008-2031) .......... ... ... ......... 666.6 505.0
Private placement bonds (due 2007) ............ ... ... ... ... 542.8 —
Floating rate capital securities {due 2029] ... ... ... ... ... ... 525.0 525.0
8.38 percent eurodollar bonds [due 2005) ............. ... ..., 150.0 150.0
Resettable coupon capital securities (due 2029} ................ 300.0 300.0
6.55 percent ESOP debentures ([due 2017) . ............ ... .. .... 95.6 96.6
Other, including capitalized leases ............. ... . ... ...... 130.8 64.6
SFAS 133 fair value adjustment ........ ... ... ... ... 234.0 4.3
4,643.6 3,144.3
Lesscurrentportion ... ... . . 285.4 12.2
$4,358.2 $3,132.1

In July 2002 and May 2001, we issued $150.0 million and $250.0 million, respectively, of floating rate bonds that ma-
ture in 2031. The variable interest rate on these bonds is at LIBOR (1.4 percent at December 31, 2002) and beginning May
15, 2004, will adjust every six months to reflect our six-month credit spread. The interest accumulates over the life of the
bonds and is payable upon maturity. We have an option to begin periodic interest payments any time after May 15, 2004.
At the time of option exercise, we would owe all previously accrued interest on the bonds. Additionally, in July 2002, we
executed a $542.8 million private placement note with a financial institution. Principal and interest are due semiannually
over the five-year term of this note. In conjunction with this note, we entered into an interest rate swap agreement with
the same financial institution, which converts the fixed rate into a variable rate of interest at essentially LIBOR over the
term of the note. In March 2002, we issued $500.0 million of 10-year 6.0 percent bonds. In addition, in 2001, we issued
$400.0 million of 5.5 percent notes due July 2006 and $249.5 million of floating rate bonds due October 2008.

The floating rate capital securities and the resettable coupon capital securities are subordinated to the notes,
bonds, and debentures listed above. The floating rate capital securities pay cumulative interest at an annual rate equal
to LIBOR plus a predetermined spread, reset quarterly. The rates at December 31, 2002 and 2001, were 2.86 percent and
3.41 percent, respectively. The securities may be redeemed any time on or after August 5, 2004, for a defined redemp-
tion price. The resettable coupon capital securities pay cumulative interest at an annual rate of 7.72 percent until August
1,2004. At this date and every fifth anniversary thereafter, the interest rate will be reset equal to the weekly average
interest rate of U.S. treasury securities having an index maturity of five years for the week immediately preceding the
reset date plus a predetermined spread. The securities may be redeemed on August 1, 2004, and anytime thereafter for
a defined redemption price.

The 6.55 percent Employee Stock Ownership Plan (ESOP] debentures are obligations of the ESOP but are shown on
the consolidated balance sheet because we guarantee them. The principal and interest on the debt are funded by contri-
butions from us and by dividends received on certain shares held by the ESOP. Because of the amortizing feature of the
ESOP debt, bondholders will receive both interest and principal payments each quarter.

In 2001, we repurchased $188.6 million of 8.38 percent notes due in 2006, $14.0 million of .77 percent notes due in
2036, and $198.6 million of 7.13 percent notes due in 2025. As a result of this debt repurchase, we recognized an extraor-
dinary charge of $29.4 million, net of a $15.8 million income tax benefit.

The aggregate amounts of maturities on long-term debt for the next five years are as follows: 2003, $285.4 million;
2004, $130.6 million; 2005, $282.0 million; 2006, $641.5 million; and 2007, $130.9 million.

At December 31, 2002 and 2007, short-term borrowings included $260.0 million and $274.1 million, respectively,
of notes payable to banks. Included in short-term borrowings are $250.0 million of 4.23 percent one-year resettable
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the option of the underwriter. At December 31, 2002, unused committed lines of credit totaled approximately $1.23 billion.
Compensating balances and commitment fees are not material, and there are no conditions that are probable of occur-
ring under which the lines may be withdrawn.

We have converted substantially all fixed rate debt to floating rates through the use of interest rate swaps. The
weighted-average effective borrowing rate based on debt obligations and interest rates at December 31, 2002 and 2001,
including the effects of interest rate swaps for hedged debt obligations, was 3.5 percent and 4.2 percent, respectively.

Cash payments of interest on borrowings totaled $54.6 million, $126.4 million, and $195.9 million in 2002, 2001, and
2000, respectively.

In accordance with the requirements of SFAS 133, the portion of our fixed-rate debt obligations that is hedged is
reflected in the consolidated balance sheet as an amount equal to the sum of the debt’s carrying value plus the fair value
adjustment representing changes in fair value of the hedged debt attributable to movements in market interest rates
subsequent to the inception of the hedge.

Note 7: Stoclk Plans

Stock options are granted to employees at exercise prices equal to the fair market value of the company’s stock at the
dates of grant. Generally, options vest 100 percent 3 years from the grant date and have a term of 10 years. Performance
awards are granted to officers and key employees and are payable in shares of our common stock. The number of perfor-
mance award shares actually issued, if any, varies depending upon the achievement of certain earnings targets. In gen-
eral, performance awards vest 100 percent at the end of the second fiscal year following the grant date. No performance
awards were granted in 2002.

We issued a grant under the GlobalShares program in 2001. Essentially all employees were given an option to buy 125
shares of our stock at a price equal to the fair market value of our stock on the date of the grant. Options to purchase ap-
proximately 4.3 million shares were granted as part of the program in 2001. Individual grants generally become exercis-
able on or after the third anniversary of the grant date and have a term of 10 years.

In the fourth quarter of 2000, we changed the timing of the annual option grant to management from the fourth
quarter to the first quarter of the following year. This resulted in a reduction in options granted in 2000. We also issued a
special stock option grant in 2001 to global management and all employees in the U.S. and Puerto Rico. This option grant
was designed to retain and motivate employees affected by the compensation changes due to the Prozac patent expira-
tion. Options to purchase approximately 10.0 million shares were granted as part of this program at a price equal to the
fair market value on the date of the grant. Approximately 7.3 million of these options vested in 2002 with the remainder
vesting in 2003.

We have elected to follow APB Opinion 25 and related interpretations in accounting for our stock options and perfor-
mance awards. See Note 1 for a calculation of our net income and earnings per share under the fair value method pursu-
ant to SFAS 123,

The weighted-average per-share fair values of the individual options and performance awards granted during 2002,
2001, and 2000 were as follows on the date of grant:

2002 2001 2000
Employee stock options . ...... ... . .. $25.98 $26.59 $29.25
Performanceawards ............. ... ... ... ... .. ..... N/A 78.86 93.06

The fair values of the options calculated in accordance with SFAS 123 were determined using a Black-Scholes option-
pricing model with the following assumptions:

2002 2001 2000
Dividendyield .......... ... . . . . . i, 1.54% 1.80% 2.26%
Volatility .. ... 35.00% 33.10% 32.70%
Risk-freeinterestrate ....... . ... ... ... . ... . .. 3.14% 4.58% 5.02%
Forfeiturerate ... ... o 0 0 0

Expectedlife ... ... ... . . ... 7 years 7 years 7 years
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Stock option activity during 2000-2002 is summarized below:

Shares of

Common Stock Weighted-Average
Attributable to Options Exercise

(in thousands) Price of Options
Unexercised at January 1,2000 ... ... ... ... .. ... ... ........ 53,723 $43.08
Granted ... 1,315 86.75
Exercised ... ... .. (9,242) 22.33
Forfeited . ... [671) 64.97
Unexercised at December 31,2000 .. ... ... ... . .. 45,125 48.28
Granted ... ... . e 26,883 76.10
EXercised .. ... o (4,298) 26.72
Forfeited . ... . (612) 71.20
Unexercised at December 31,2001 ... . ... .. . . o i i 67,098 60.60
Granted ... ... 14,133 74.33
Exercised ... 13,357] 2118
Forfeited . ... o (1,819) 70.95
Unexercised at December 31,2002 ........ .. ... . . . ... 76,055 64.65

The following table summarizes information concerning outstanding and exercisable options at December 31, 2002
(shares in millions, contractual tife in years):

Options Outstanding Options Exercisable
Weighted-
Average Weighted- Weighted-
Range of Remaining Average Average
Exercise Number Contractuat Exercise Number Exercise
Prices Outstanding Life Price Exercisable Price
$10-$25 10.17 2.0% $19.31 10.17 $19.31
$25-%65 8.86 5.07 53.11 8.13 52.79
$45-%75 32.77 7.23 72.00 18.13 70.42
$75-%95 24.26 8.90 77.93 8.18 78.88

Shares exercisable at December 31, 2002, 2001, and 2000, were 44.6 million, 35.2 million, and 26.1 million, respectively.

As noted above, the number of shares ultimately issued for the performance award program is dependent upon the
earnings achieved during the vesting period. Pursuant to this plan, approximately 0.4 million shares, 0.8 million shares,
and 1.2 million shares were issued in 2002, 2001, and 2000, respectively. No shares will be issued in 2003.

At December 31, 2002, additional options, performance awards, or restricted stock grants may be granted under the
2002 Lilly Stock Plan and the Lilly GlebalShares Stock Plan for not more than 87.7 million shares and 0.7 million shares,
respectively.

Note 8: Other Assets and Other Liabilities

Our sundry assets include our capitalized computer software, prepaid retiree health benefit (Note 12], goodwill and other intan-
gibles [Note 1), estimated insurance recoveries from our product litigation and environmental contingencies (Note 13}, long-
term deferred income tax assets [Note 11], and a variety of other items. The increase in sundry assets is primarily attributable
to an increase in capitalized computer software.

Our other current liabilities include our sales discount and rebate accruals including our Medicaid rebate accrual, deferred
incame from our collaboration agreements and outlicensing arrangements, other taxes, deferred income taxes payable (Note
11], interest payable, and a variety of other items. The increase in other current liabilities is primarily attributable to deferred
income from our collaboration agreements and outlicensing arrangements.

Our other noncurrent liabilities include the accrued liabilities from our pension and retiree health plans {Note 12), deferred
income taxes [Note 11}, product liability litigation and environmental accruals (Note 13), deferred income from our coltabora-
tion agreements and outlicensing arrangements, and a variety of other items. The increase in other noncurrent liabilities is
primarily attributable to deferred income from collaboration agreements and outlicensing arrangements and deferred income
taxes.

None of the components of sundry assets exceeds 5 percent of total assets and none of the components of other current
liabilities or other noncurrent liabilities exceeds 5 percent of total liabilities.




Note 9: Shareholders’ Equity

Changes in certain components of shareholders’ equity were as follows:

Common Stock in Treasury

Additional Retained Deferred Costs— Shares

Paid-in Capital Earnings ESOP (in thousands] Amount
Balance at January 1,2000 .................. $ - $4,985.6 $(139.9) 989 $ 108.3
Netincome ........... ... .. ... ........... 3,057.8
Cash dividends declared per share: $1.06 ... . .. {1,158.4)
Retirement of treasury shares ............... (1,117.6) (15,256} (1,126.9)
Purchase fortreasury ...................... 34.3 14,794 1,089.8
Issuance of stock under employee stock plans . . 405.6 494 39.8
Issuance of stock for employee benefit trust ... 2,610.0
ESOP transactions ......................... 16.7 4.9
Other ... . [0.6) (0.2] {14) (1.5)
Reclassification ............ ... ... ... .. ... 661.6 (661.6)
Balance at December 31,2000 ............... 2,610.0 6,223.2 [135.0) 1,007 109.5
Netincome ... ... ... . . . . . . . . . . . . . 2,780.0
Cash dividends declared per share: $1.15 ... ... (1,232.8])
Retirement of treasury shares ............... (581.8) {7,368] (586.7)
Purchase fortreasury ...................... (24.8) 7176 571.0
Issuance of stock under employee stock plans .. 229.0 170 13.6
ESOP transactions ......................... 18.4 5.9
Other ... 0.1 (0.1)
Reclassification ............ .. ... ... ...... 359.1 (359.1)
Balance at December 31,2001 ............... 2,610.0 7,411.2 (129.1] 985 107.4
Netincome ......... ... ... ... ... ..... 2,707.9
Cash dividends declared per share: $1.27 ... ... (1,370.7)
Retirement of treasury shares ............... (393.9) (4,677) (396.8)
Purchase fortreasury ................... ... 4,532 389.2
Issuance of stock under employee stock plans .. 131.8 168 9.7
ESOPtransactions ......................... 13.8 5.8
Reclassification . ......... .. . covui ... 248.3 (248.3)
Balance at December 31,2002 ............... $2,610.0 $8,500.1 $(123.3) 1,008 $ 109.5

As of December 31, 2002, we have purchased $1.80 billion of our announced $3.0 billion share repurchase program.
We acquired approximately 4.5 million, 7.2 million, and 14.8 million shares in 2002, 2001, and 2000, respectively, under
our share repurchase programs.

In connection with our share repurchase programs, we have entered into agreements to purchase shares of our
stock. As of December 31, 2002, we have agreements to purchase up to approximately 3.0 million shares of our stock
from an independent third party at various times through the expiration of the agreements in December 2003 at prices
ranging from $85 to $100 per share and with a weighted average of approximately $93 per share. The number of shares
to be purchased will be reduced ratably each quarter through the expiration of the agreements. Our objective in entering
into the above agreements was to reduce the average price of repurchased shares.

We have 5 million authorized shares of preferred stock. As of December 31, 2002 and 2001, no preferred stock has
beenissued.

In 2000, we funded an employee benefit trust with 40 million shares of Lilly common stock to provide a source of
funds to assist us in meeting our obligations under various employee benefit plans. The funding had no net impact on
shareholders’ equity as we consolidated the employee benefit trust. The cost basis of the shares held in the trust was
$2.64 billion and is shown as a reduction in shareholders’ equity, which offsets the resulting increases of $2.41 billion
in additional paid-in capital and $25 million in common stock. Any dividend transactions between us and the trust are
eliminated. Stock held by the trust is not considered outstanding in the computation of earnings per share.

We have an ESOP as a funding vehicle for the existing employee savings plan. The ESOP used the proceeds of a loan from
us to purchase shares of common stock from the treasury. The ESOP issued $200 million of third-party debt, repayment
of which was guaranteed by us [see Note 6]. The proceeds were used to purchase shares of our common stock on the open
market. Shares of common stock held by the ESOP will be allocated to participating employees annually through 2017 as part
of our savings plan contribution. The fair value of shares allocated each period is recognized as compensation expense. #
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Under a Shareholder Rights Plan adopted in 1998, all shareholders receive, along with each common share owned,
a preferred stock purchase right entitling them to purchase from the company one one-thousandth of a share of Series
B Junior Participating Preferred Stock [the Preferred Stock) at a price of $325. The rights are exercisable only after the
Distribution Date, which is generally the 10th business day after the date of a public announcement that a person [the
Acquiring Person] has acquired ownership of 15 percent or more of our common stock. We may redeem the rights for
$.005 per right up to and including the Distribution Date. The rights will expire on July 28, 2008, unless we redeem them
earlier.

The plan provides that, if an Acquiring Person acquires 15 percent or more of our outstanding common stock and
our redemption right has expired, generally each holder of a right (other than the Acquiring Person] will have the right
to purchase at the exercise price the number of shares of our common stock that have a value of two times the exercise
price.

Alternatively, if, in a transaction not approved by the board of directors, we are acquired in a business combination
transaction or sell 50 percent or more of our assets or earning power after a Distribution Date, generally each holder
of a right [other than the Acquiring Person] will have the right to purchase at the exercise price the number of shares of
common stock of the acquiring company that have a value of two times the exercise price.

At any time after an Acquiring Person has acquired 15 percent or more but less than 50 percent of our outstanding
common stock, the board of directors may exchange the rights {other than those owned by the Acquiring Person] for
our common stock or Preferred Stock at an exchange ratio of one common share (or one one-thousandth of a share of
Preferred Stock]) per right.

Note 10: Earnings per Share

The following is a reconciliation of the denominators used in computing earnings per share before extraordinary item:

(Shares in thausands] 2002 2001 2000

Income before extraordinary item available to common
shareholders ... .. $2,707.9 $2,809.4 $3,057.8
Basic earnings per share
Weighted-average number of common shares
outstanding, including incremental shares ................ 1,076,922 1,077,497 1,081,559

Basic earnings per share before extraordinaryitem ......... $2.51 $2.61 $2.83

Diluted earnings per share
Weighted-average number of common shares

outstanding .. ... 1,076,873 1,077,390 1,081,409
Stock options and other incremental shares ................. 8,215 13,403 16,316
Weighted-average number of common shares

outstanding—diluted ....... ... ... . 1,085,088 1,090,793 1,097,725
Diluted earnings per share before extraordinaryitem ......... $2.50 $2.58 $2.79
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Note 17: Income Taxes

Following is the composition of income taxes before extraordinary item:

2002 2001 2000
Current
Federal ... ... . . $140.1 $313.4 $928.4
Foreign ... 306.3 2479 322.4
State .. (13.4) 16.6 (7.2)
433.0 5779 1,243.6
Deferred
Federal ... 366.1 240.5 (81.2)
FOr iGN oot (47.3) 34.6 (58.6)
State . (2.0) 0.2 0.9
316.8 27353 (138.9)
Utilization of capital loss carryforwards ........... ... ... ....... — (110.5]) (303.8)
IMCOME taXES Lot e $ 749.8 $ 7427 $800.9

Significant components of our deferred tax assets and liabilities as of December 31 are as follows:

2002 2001
Deferred tax assets

Saleofintangibles . ... ... . .. . $ 4853 $ 4164
Other carryforwards . ... .. 398.4 354.9
Compensation and benefits .......... . ... ... . ... . 250.0 230.2
Asset purchases ... .. . 103.0 95.0
Tax credit carryforwards and carrybacks . ......... ... .. .. . ... 93.6 321.3
INVENOTY e 61.3 89.5
O her 467.6 304.6
1,859.2 1,811.9
Valuationallowances ........... ... ... . ... . . .. ... ...... (382.2) {332.2)
Total deferred taxassets ....... ... ... i 1,477.0 1,479.7

Deferred tax liabilities
Prepaid employee benefits ............. ... ... .. ... .. ....... (626.6] (474.0)
Property and equipment ............ ... .. . ... e, (480.4]) (528.0)
Unremitted @arnings .. ..ot (115.6) (63.9]
0 T (84.7) (19.4)
Total deferred tax liabitities . ....... .. ... ... .. . .. .. .. .. ... (1,307.3) (1,085.3)
Deferred taxassets—net .......... ..o $ 169.7 $ 394.4

At December 31, 2002, we had other carryforwards for international and U.S. income tax purposes of $142.9 million:
$93.9 miltion will expire within five years and $32.3 million thereafter; $16.7 million of the carryforwards will never expire.
The primary component of the remaining portion of the deferred tax asset for other carryforwards is related to net oper-
ating losses for state income tax purposes that are fully reserved. We also have tax credit carryforwards of $93.6 million
available to reduce future income taxes: $54.6 million will expire within five years and $23.9 millicn thereafter; $15.1 mil-
lion of the tax credit carryforwards will never expire.

Domestic and Puerto Rican companies contributed approximately 28 percent, 55 percent, and 56 percent in 2002,
2001, and 2000, respectively, to consolidated income before income taxes and extraordinary item. At December 31, 2002,
we had an aggregate of $8.0 billion of unremitted earnings of foreign subsidiaries that have been, or are intended to be,
permanently reinvested for continued use in foreign operations and that, if distributed, would result in taxes at approxi-
mately the U.S. statutory rate. We have a subsidiary operating in Puerto Rico under a tax incentive grant that begins to
expire at the end of 2007. Cash payments of income taxes totaled $864.0 million, $320.0 million, and $294.0 million in
2002, 2001, and 2000, respectively. 43
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We reached agreement with the Internat Revenue Service [IRS]) in 2002 with respect to its examination of the tax
years 1996 and 1997. Resolution of the examination did not have a material adverse effect on our consotidated financial
position, results of operations, or liquidity. The increase in cash payments of income taxes in 2002 is primarily attribut-
able to this resolution.

Following is a reconciliation of the effective income tax rate applicable to income before extraordinary item:

2002 2001 2000
United States federal statutorytaxrate......... ... .. ... ... ... ..... 35.0% 35.0% 35.0%
Add (deduct)
International operations, including PuertoRico ................... (12.6] (13.9] {12.9]
General businesscredits ......... ... i e (0.7) 1.1 {1.2)
SUNALY o — 0.9 (0.1)
Effectiveincometaxrate ... ... .. ... . . 21.7% 20.9% 20.8%

Note 12: Retirement Benefits

The change in benefit obligation, change in plan assets, funded status, and amounts recognized in the consolidated bal-
ance sheets at December 31 for our defined benefit pension and retiree health benefit plans were as follows:

Defined Benefit Pension Plans Retiree Health Benefits
2002 2001 2002 2001
Change in benefit obtigation
Benefit obligation at beginning ofyear ............... $3,598.7 $3,380.1 $928.2 $751.3
Service cost ... ... 170.2 156.0 34.0 28.7
Interestcost . ... . ... L 254.3 242.4 64.5 53.8
Actuarialloss ... ... . . 61.8 88.5 104.6 135.6
Benefitspaid .......... ... .. i (234.9) (218.0) (73.5) (64.7)
Retiree medical planchanges .................... .. - - {151.0] —
Foreign currency exchange rate changes and other
adjustments ... ... 91.0 (50.3] 4.8 235
Benefit obligationatend ofyear ............. ... ..... 3,9411 3,598.7 911.6 928.2
Change in plan assets
Fair value of plan assets at beginning of year ......... 3,182.1 37321 373.4 349.2
Actualreturnonplanassets ....................... (224.9) (382.3) (46.1) (37.6)
Employer contribution ........ . ... oo oo 402.7 63.7 161.1 126.5
Benefitspaid ......... ... . {234.9) (218.0) (73.5) (64.7)
Foreign currency exchange rate changes and other
adjustments ................. e 36.3 (12.8) A —
Fair value of plan assetsatendofyear ............... 3,161.3 3,182.1 415.0 373.4
Fundedstatus ....... .. ..o, (779.8) [416.6) [496.6) (554.8)
Unrecognized net actuarialloss . .................... 2,028.0 1,142.7 698.9 531.1
Unrecognized prior service cost (benefit) ............ 78.3 209.6 (148.6) 1.7
Net amountrecogrized ..............ovuiiiiioo. .. $1,326.5 $935.7 $53.7 $ (22.0)
Amounts recognized in the consolidated balance sheet
consisted of ‘
Prepaid Pension ......... . $1,515.4 $1,102.8 $127.3 $ 429
Accrued benefit liability . .......... ... L (398.1) [371.7) (73.6) (64.9)
Accumulated other comprehensive income before
INCOME taXeS . 209.2 204.6 — —
Net amount recogrized ......... ... .. .coviiiiun. .. $1,326.5 $935.7 $53.7 $122.0)




Defined Benefit Pension Plans Retiree Health Benefits
(Percents) 2002 2001 2002 2001

Weighted-average assumptions as of December 31

Discountrate ... ... ... .. . . . . 6.8 7.2 6.9 7.2
Expected returnonplanassets ... .................. 9.26 10.5 9.25 10.5
Rate of compensationincrease ..................... 3.0-5.5 3.5-8.0 - —

Health-care-cost trend rates were assumed to increase at an annual rate of 6 percent in 2002 and 10 percent in
2003, decreasing 1 percent per year to 6 percent in 2007 and thereafter.

The projected benefit obligation, accumulated benefit obligation, and fair value of the plan assets for the defined
benefit pension plans with projected benefit obligations in excess of plan assets were $3.94 billion, $3.47 billion, and
$3.16 billion, respectively, as of December 31, 2002, and $778.3 million, $673.0 million, and $325.1 million, respectively,
as of December 31, 2001. As a resutlt of declines in the fair value of plan assets, the projected benefit obligations ex-
ceeded the plan assets for two additional plans in 2002. The plan assets in our defined benefit pension plans and retiree
medical plans are composed substantially of equity instruments.

Net pension and retiree health benefit expense included the following components:

Befined Benefit Pension Plans Retiree Health Benefits
2002 2001 2000 2002 2001 2000
Components of net periodic benefit cost
Servicecost ... $170.2 $156.0 $130.1 $34.0 $28.7 $23.2
Interestcost ... ... ... .. i 254.3 242.4 219.6 64.5 53.8 49.6
Expected returnon planassets ........... (398.0) (382.3] (341.0) (50.8) [40.1) [30.1)
Amortization of prior service cost ......... 16.1 19.3 16.9 (0.7) 0.1 0.1
Recognized actuarialloss ...... ... ... .. 21.9 9.8 5.9 36.0 23.6 219
Net periodic benefitcost ............. .... $ 64.5 $45.2 $315 $83.0 $66.1 $64.7

If the health-care-cost trend rates were to be increased by one percentage point each future year, the December
31, 2002, accumulated postretirement benefit obligation would increase by 18 percent and the aggregate of the service
cost and interest cost components of the 2002 annual expense would increase by 16 percent. A one-percentage-point
decrease in these rates would decrease the December 31, 2002, accumulated postretirement benefit obligation by
15 percent and the aggregate of the 2002 service cost and interest cost by 14 percent.

We have defined contribution savings plans that cover our eligible employees worldwide. The purpose of these defined
contribution plans is generally to provide additional financial security during retirement by providing employees with an
incentive to save. Our contributions to the plan are based on employee contributions and the level of our match. Expenses
under the plans totaled $41.7 million, $39.3 million, and $65.2 million for the years 2002, 2001, and 2000, respectively.

We provide certain other postemployment benefits primarity related to disability benefits and accrue for the related
cost over the service lives of employees. Expenses associated with these benefit plans in 2002, 2001, and 2000 were not

significant.

Note 13: Contingencies

In February 2001, we were notified that Zenith Goldline Pharmaceuticals, Inc. [Zenith), had submitted an abbreviated
new drug application [ANDA) seeking permission to market a generic version of Zyprexa in various dosage forms several
years prior to the expiration of our U.S. patents for the product. Zenith alleges that our patents are invalid or notin-
fringed. On April 2, 2001, we filed suit against Zenith in federal district court in Indianapolis seeking a ruling that Zenith's
challenge to the U.S. compound patent (expiring in 2011) is without merit. In May 2001, we were notified that Dr. Reddy’s
Laboratories, Ltd. [Reddy}, had also filed an ANDA covering two dosage forms, alleging that the patents are invalid or
not infringed. On June 26, 2001, we filed a similar patent infringement suit against Reddy in federal district courtin In-
dianapolis. Thereafter, we were notified that Reddy had filed an ANDA for additional dosage forms and in February 2002,
we filed an infringement suit in the same court based on Reddy’s additional ANDA. We received notice in August 2002

of a similar ANDA filing by Teva Pharmaceuticals, and in September 2002, we filed suit against Teva in the same court.
The cases have been consolidated and are in the discovery stage. We currently expect a trial date to be scheduled for
the fourth quarter of 2003. We believe that the generic manufacturers’ patent claims are without merit and we expect to
prevail in this litigation. However, it is not possible to predict or determine the outcome of this litigation and, accordingly,
we can provide no assurance that we will prevail. An unfavorable outcame could have a material adverse impact on our

consolidated results of operations, liquidity, and financial position.
45
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In October 2002, we were notified that Barr Laboratories, Inc. (Barr], had submitted an ANDA with the U.S. FDA
seeking permission to market a generic version of Evista several years prior to the expiration of our U.S. patents cover-
ing the product, alleging that the patents are invalid or not infringed. On November 26, 2002, we filed suit against Barr
in federal district court in Indianapolis seeking a ruling that Barr’'s challenges to our patents claiming the method of use
and pharmaceutical form (expiring from 2012 to 2017} are without merit. While we believe that Barr’s claims are with-
out merit and expect to prevail, it is not possible to predict or determine the outcome of the litigation. Therefore we can
provide no assurance that we will prevail. An unfavorable outcome could have a material adverse impact on our consoli-
dated results of operations, liquidity, and financial position.

We have been named as a defendant in numerous product liability lawsuits, involving primarily diethylstilbestrol
(DES) and thimerosal. We have accrued for our estimated exposure with respect to all current product liability claims.
In addition, we have accrued for certain product liability claims incurred, but not filed, to the extent we can formulate
a reasonable estimate of their costs. We estimate these expenses based primarily on historical claims experience and
data regarding product usage. We expect the cash amounts related to the accruals to be paid out over the next several
years. A portion of the costs associated with defending and disposing of these suits is covered by insurance. We estimate
insurance recoverables based on existing deductibles, coverage limits, and the existing and projected future level of
insolvencies among the insurance carriers.

Under the Comprehensive Environmental Response, Compensation, and Liability Act, commonly known as Super-
fund, we have been designated as one of several potentially responsible parties with respect to fewer than 10 sites. Un-
der Superfund, each responsible party may be jointly and severally liable for the entire amount of the cleanup. We also
continue remediation of certain of our own sites. We have accrued for estimated Superfund cleanup costs, remediation,
and certain other environmental matters, taking into account, as applicable, available information regarding site condi-
tions, potential cleanup methods, estimated costs, and the extent to which other parties can be expected to contribute
to payment of those costs. We have reached a settlement with our primary liability insurance carrier and certain excess
carriers providing for coverage for certain environmental liabilities. Litigation seeking coverage from certain other
excess carriers is ongoing.

The environmental liabilities and litigation accruals have been reflected in our consolidated balance sheet at the
gross amount of approximately $267.4 million at December 31, 2002. Estimated insurance recoverables of approximately
$111.7 million at December 31, 2002, have been reflected as assets in the consolidated balance sheet.

While it is not possible to predict or determine the outcome of the patent, product liability, or other legal actions
brought against us or the ultimate cost of environmental matters, we believe that, except as noted above with respect
to the Zyprexa and Evista patent litigation, the costs associated with all such matters will not have a material adverse
effect on our consolidated financial position or liquidity but could possibly be material to the consolidated results of our
operations in any one accounting period.

Note 14: Other Comprehensive Income {Loss]

The accumulated balances related to each component of other comprehensive income {loss) were as follows:

Unrealized Minimum Effective Accumulated
Foreign Gains Pension Partion of Other
Currency {Losses) on Liability Cash Flow Comprehensive
Translation Securities Adjustment Hedges Income {Leoss)
Beginning balance at January 1,2002 ........ $(630.1) $ 42 $ (134.8) $ (25.6 $(748.4)
Other comprehensive income [loss) .......... 273.6 {45.0) (3.0) (148.0] 77.6
Balance at December 31,2002 .............. $(356.5] $ (2.9) $(137.8)  $(173.6) $(670.8)

The amounts above are net of income taxes. The income taxes related to other comprehensive income were not
significant as income taxes were generally not provided for foreign currency translation.

The unrealized gains (losses) on securities is net of reclassification adjustments of $11.3 million, $12.3 million, and
$43.9 million, net of tax, in 2002, 2001, and 2000, respectively, for net realized gains on sales of securities included in net
income. The effective portion of cash flow hedges is net of reclassification adjustments of $6.5 million, net of tax, in 2002
for interest expense on interest rate swaps designated as cash flow hedges and $16.5 million, net of tax, in 2001 for reat-
ized gains on foreign currency options.

Generally, the assets and liabilities of foreign operations are translated into U.S. dollars using the current exchange
rate. For those operations, changes in exchange rates generally do not affect cash flows; therefore, resulting translation
adjustments are made in shareholders’ equity rather than in income.




Responsibility for Financial Statements

Eli Lilly and Company and Subsidiaries

Management of Eli Lilly and Company is responsible for the fair presentation of the financial statements and has full
responsibility for their accuracy and integrity. The statements have been prepared in accordance with generally accepted ac-
counting principles in the United States and include amounts based on judgments and estimates by management.

We have global financial policies that govern critical areas, including internal controls, financial accounting and report-
ing, fiduciary accountability, and safeguarding of corporate assets. Our internal accounting control systems are designed to
provide reasonable assurance that assets are safeguarded, that transactions are executed in accordance with management’s
authorization and are properly recorded, and that accounting records are adequate for preparation of financial statements
and other financial information. The design, monitoring, and revision of internal accounting control systems involve, among
other things, management’s judgments with respect to the relative cost and expected benefits of specific control measures.
A staff of internal auditors regularly monitors, on a worldwide basis, the adequacy and effectiveness of internal accounting
controls. The general auditor reports directly to the audit committee of the board of directors.

In addition to the system of internal accounting controls, we maintain a code of conduct (known as the Red Book] that
applies to all employees worldwide, requiring proper overall business conduct, avoidance of conflicts of interest, compli-
ance with laws, and confidentiality of proprietary information. The Red Book is reviewed on a periodic basis with employees
worldwide and all employees are required to report suspected viclations. A hotline number is published in the Red Book to
enable employees to report suspected violations anonymously. Employees who report suspected violations are protected
from discrimination or retaliation by the company. In addition to the Red Book, all financial management must agree, in writ-
ing, to a financial code of ethics, which further reinforces their fiduciary responsibilities.

The financial statements have been audited by Ernst & Young LLP, independent auditors. Their responsibility is to exam-
ine our consolidated financial statements in accordance with generally accepted auditing standards in the United States and
to express their opinion with respect to the fairness of presentation of the statements. Ernst & Young reports directly to the
audit committee of the board of directors.

Our audit committee comprises four nonemployee members of the board of directors, all of whom are independent from
our company. The committee charter, which is published in the proxy statement, outlines the members’ roles and responsi-
bilities and is consistent with the newly enacted corporate reform laws and regulations. It is the audit committee’s respon-
sibility to appoint independent auditors subject to shareholder ratification, approve both audit and nonaudit services per-
formed by the independent auditors, and review the reports submitted by them. The audit committee meets several times
during the year with management, the internal auditors, and the independent auditors to discuss audit activities, internal
controls, and financial reporting matters, including reviews of our externally published financial results. The internal audi-
tors and the independent auditors have full and free access to the committee.

We are dedicated to ensuring that we maintain the high standards of financial accounting and reporting that we have
established. We are committed to providing financial information that is transparent, timely, complete, relevant, and accu-
rate. Our culture demands integrity and an unyielding commitment to strong internal practices and policies. Finally, we have
the highest confidence in our financial reporting, underlying system of internal controls, and our people, who are objective in
their responsibilities and operate under a code of conduct and the highest level of ethical standards.

Sidney Taurel, Chairman of the Board, President, and Chief Executive Officer

Charles E. Golden, Executive Vice President and Chief Financial Officer
January 30, 2003

Report of Independent Auditors

Board of Directors and Shareholders, Eli Lilly and Company

We have audited the accompanying consolidated balance sheets of Eli Lilly and Company and subsidiaries as of Decem-
ber 31, 2002 and 2001, and the related consolidated statements of income, cash flows, and comprehensive income for each
of the three years in the period ended December 31, 2002. These financial statements are the responsibility of the company’s
management. Our responsibility is to express an opinion on these financial statements based on our audits.

We conducted our audits in accordance with auditing standards generally accepted in the United States. Those standards require
that we plan and perform the audit to obtain reasonable assurance about whether the financial statements are free of material
misstatement. An audit includes examining, on a test basis, evidence supporting the amounts and disclosures in the financial state-
ments. An audit also includes assessing the accounting principles used and significant estimates made by management, as well as
evaluating the overall financial statement presentation. We believe that our audits provide a reasonable basis for our opinion.

In our opinion, the financial statements referred to above present fairly, in all material respects, the consolidated
financial position of Eli Lilly and Company and subsidiaries at December 31, 2002 and 2001, and the consolidated results of
their operations and their cash flows for each of the three years in the period ended December 31, 2002, in conformity with
accounting principles generally accepted in the United States.

émzf MLLP
Indianapolis, Indiana ¥
January 30, 2003 17
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Reglstered shareholders may now elect to receive annual
reports and proxy materials online. This reduces paper mailed
to the shareholder’s home and saves the company printing and
mailing costs. To enroll, go to http://proxyonline lilly.com and
follow the directions provided.
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Lilly’s policy on the issue of patlent access to medicines
is available online: www.lilly.com/about/overview/access/
access.htmi

lrecemariss
Actos® [pioglitazone hydrochloride, Takeda),
Takeda Chemical Industries, Ltd.
Affinitak™ {LY900003 and formerly I5IS 3521,
(SIS Pharmaceuticals], Litly
Alimta® {pemetrexed disodium, Lilly]
Axid® {nizatidine, Lilly],
Reliant Pharmaceuticals, LLC
Ceclor® {cefactor, Lilly)
Cialis™ {tadalafil, ICCS}, Lilly ICGS LLC
Coban® {monensin sodium, Elanco)
Cymbalta™ (duloxetine hyrochloride, Lilly)
Darvon® {propoxyphene hydrochloride, Lilly),
NeoSan Pharmaceuticals, Inc.
Dobutrex® {dobutamine hydrochloride, Lilly)
Evista® (raloxifene hydrochloride, Lilly)
Forteo? (teriparatide of recombinant DNA origin, Lilly
Forsteo® [teriparatide of recombinant DNA origin, Litly)
Gemzar® [gemcitabine hydrochloride, Lilly)
Humalog® linsulin lispro of recombinant DNA crigin, Lilly]
Humatrope® [somatropin of recombinant DNA origin, Lilly}
Humulin® (human insulin of recombinant DNA origin, Lilly]
Keflex® [cephalexin, Dista)
Micotil® (tilmicosin, Etancol
Permax® (pergolide mesylate, Lilly}
Prozac® (fluoxetine hydrochloride, Distal
Prozac® Weekly™ (fluoxetine hydrochloride, Lilly}
RecPro® {abciximab, Centocor}, Lilly
Rumensin® [monensin sodium, Elanco)
Sarafem® [fluoxetine hydrochloride, Lilly},
Galen Holdings PLC
Strattera™ latomoxetine hydrochloride, Lilly)
Surmax® (avilamycin, Elanco}
Tylan® (tylosin, Elanco)
Vancocin® [vancomycin hydrochloride, Lilly}
Xigris® (drotrecogin alfa (activated], Lilly)
Zyprexa® [olanzapine, Lilly]

Actos®is a trademark of Takeda Chemical Industries, Ltd.
Axid®is a trademark of Reliant Pharmaceuticals, LLC.
Cialis™ is a trademark of Lilly ICOS LLC.

Darvon®is a trademark of NeoSan Pharmaceuticals, Inc.
EVA® is a trademark of Stern Stewart & Co.

Sarafem®is a trademark of Galen Holdings PLC.
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